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CHAPTER  1  -  INTRODUCTION 
PREFACE 

This  work  has  been  prepared  as  a  study  paper  for  the  Federal  Law  Reform 
Commission  on  the  federal  income  tax  system,  its  effect  on  the  family  and  the 
effect  of  the  family  on  it.   According  to  the  terms  of  the  writer's  commission  the 
study  is  to  be  an  exposition  of  the  tax  system  insofar  as  it  shapes  and  is  shaped 
by  family  considerations.   Furthermore,  the  study  provides  a  survey  of  the  amend- 
ments required  if  the  basic  thread  of  the  current  system  i.e.  the  individual  as 
the  only  personal  tax  unit,  is  maintained  as  well  as  a  review  of  the  desirability 
of  adopting  the  family,  or  part  of  it,  as  an  additional  unit  of  tax  liability  and 
measurement.   Essentially,  it  is  intended  as  a  background  paper  to  assist  the 
Commission  in  its  work  and  its  format  has  been  determined  by  that  requirement. 

In  light  of  the  commission,  this  study,  for  the  most  part,  concentrates  on 
the  nuclear  family,  although  of  necessity  periodic  mention  also  is  made  of  the 
extended  family.   The  study  has  two  perspectives  i.e.  the  effects  of  the  family 
on  the  federal  income  tax  and  the  effects  of  the  federal  income  tax   on  the  family. 
Provincial  taxation  systems  are  dealt  with  only  by  passing  reference  for  three 
reasons.   First,  the  work  is  being  completed  for  the  Federal  Law  Reform  Commission 
and  hence  should  be  restricted  as  far  as  possible  to  those  aspects  of  the  fiscal 
system  within  federal  jurisdiction.   Secondly,  provincial  income  tax  systems 
generally  are  based  on  a  formula  which  applies  a  rate  of  provincial  income  tax  to 
the  amount  of  income  tax  determined  to  be  payable  federally  under  the  federal 
legislation.   Thus,  the  federal  system  effectively  determines  all  matters  save 
the  quantum  of  the  additional  percentage,  in  other  words  the  rate,  to  be  taken 

by  the  provinces.   In  some  provinces,  notably  Quebec,  both  the  federal  and  provincial  , 

I 
systems  are  determinative  but  even  there  the  federal  system  remains  of  primary        i! 

importance.   Furthermore,  the  issues,  analysis  and  proposals  to  follow  herein  are 

equally  applicable  to  the  levy  of  a  provincial  income  tax  as  to  a  federal  income 

tax. 
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The  study  attempts  to  outline.  In  comprehensible  terms,  the  underlying 
concepts  of  an  income  tax  system,  usually  incomprehensible  in  its  detail,  and  to 
provide  an  insight  into  the  relevant  international  comparisons  and  the  surrounding 
literature.   The  latter  is  of  particular  importance  in  a  background  study  and  is 
therefore  dealt  with  extensively. 

HISTORY 

From  the  beginning  of  the  Canadian  federal  income  tax  in  1917    through  to 
the  present  date  the  income  tax  on  human  persons  primarily  has  been  levied  on 
individuals  as  such  rather  than  on  individuals  in  the  context  and  in  recognition 
of  their  group  associations  and  relationships.   Exceptions  of  this  fundamental 
premise  are  few,  mainly  the  special  (and  usually  preferential)  recognition  given 
to  the  income  of  corporations  and  trusts  and  to  a  lesser  extent  business  partner- 
ships. 

As  one  might  expect,  these  departures  have  generally  been  effective  only  for 
the  relatively  few  members  of  Canadian  society  who  have  income  from  business  or 
property  sources  since  employment  is  not  one  of  the  usual  income  sources  of 
corporations  and  trusts  and  most  Canadians  are  employees.   Indeed,  of  the  10,382,005 

income  tax  returns  filed  by  individuals  in  1972,  8,054,486  (78%)  were  filed  by 

(2) 
persons  earning  employment  income.     Even  to  the  extent  that  corporations  and 

trusts  have  been  recognized  by  the  system  as  taxpaying  units  themselves,  the  tax 

effect  of  ultimate  distributions  of  income  by  these  intermediaries  to  their  human 

bases  has  been  determined  for  the  most  part  on  the  premise  of  the  individual  earner 

(whether  shareholder  or  beneficiary)  as  such  regardless  of  his  or  her  group  context. 

To  be  sure,  therefore,  the  unassociated  individual  traditionally  has  been 

the  primary  focus  of  income  taxation.   However,  the  federal  tax  system  has  not 

ignored  completely  group  associations,  family  or  otherwise.  As  will  be  seen 

throughout  this  work,  the  present  federal  income  tax  often  recognizes  the  family 

along  with  the  individual  as  the  basic  socio-economic  groupings  of  our  society. 
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It  is  the  perspective  of  the  writer,  however,  that  recognition  of  the  family  in 
this  context  has  been  irregular  and  Inconsistent  and  has  not  truly  emphasised  the 
family  as  a  unit  of  income  measurement  of  equal  standing  with  the  unattached 
individual.   It  further  will  be  suggested  that  fundamental  reform  of  the  present 
federal  income  tax  is  required  in  order  to  more  accurately  and  equitably  distribute 
the  income  tax  burden  annually  falling  on  Canadians. 

It  would  be  well  at  this  point  to  note,  as  will  be  done  several  times 
throughout  this  work,  that  the  object  of  the  proposals  to  be  contained  in  this 
study  is  neither  to  raise  or  lower  the  quantum  of  revenue  derived  by  the  federal 
government  from  income  taxation  but  primarily  to  ensure  that  the  tax  burden  is 
distributed  equitably  amongst  the  populace  in  a  manner  which  takes  into  account 
the  ability  to  pay  of  each  of  the  members  of  the  populace. 

It  also  will  be  well  at  the  outset  to  say  that  formal  recognition  of  the 
family  for  income  tax  purposes  does  not  represent  a  novel  thought  or  concept.   As 
will  be  demonstrated,  the  family  in  varying  degrees  of  composition  and  definition 
is  presently  recognized  partially  by  the  Canadian  tax  system  itself,  as  well  as 
by  almost  all  tax  systems  throughout  the  world.   Moreover,  in  December  of  1966  the 

Royal  Commission  on  Taxation  in  Canada  appointed  to  make  recommendations  for  improve- 

(3) 
ment  of  the  Canadian  tax  systems  submitted  its  report.     That  report  generally 

(4) 
was  lauded  as  a  landmark  in  taxation,    both  by  critics  and  supporters  alike,  a 

well  deserved  accolade.   It  contained  a  comprehensive  analysis  of  all  taxes  levied 

in  Canada  and  proposals  for  reform  thereof.   One  of  its  basic  proposals  for  reform 

was  the  adoption  of  both  the  individual  and  the  family  as  the  relevant  units  of 

liability  for  the  assessment  of  federal  income  tax. 

In  November  of  1969,  after  much  public  debate  and  governmental  study  of  the 

Carter  Commission's  Report,  the  Hon.  E.J.  Benson,  then  Minister  of  Finance,  tabled 

the  federal  government's  White  Paper  on  Proposals  for  Tax  Reform.  The  White  Paper 

indicated  that  one  of  the  primary  goals  underlying  the  then  government's  approach 
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to  tax  reform  was  to  achieve  "a  fair  distribution  of  the  tax  burden  based  on 
ability  to  pay.'     However,  the  White  Paper  proposal  deferred  consideration  of 
tax  units  other  than  the  individual,  corporation  and  trust  until  "a  further  instal- 
ment of  reform"  to  follow  implementation  of  the  other  proposals  therein  contained. 
Those  other  proposals,  themselves  quite  radically  altered  from  original  design, 
were  implemented  by  legislation  amending  the  Income  Tax  Act    as  of  the  1st  January 
1972.   In  refusing  to  deal  with  alternative  tax  units,  the  federal  government  not 
only  ignored  the  recommendations  of  the  Carter  Commission,  but  also  minimized  the 
caveat  of  the  British  Royal  Commission  on  Taxation  of  Profits  and  Income  that  "a 
system  of  graduation  that  is  to  take  any  account  of  personal  circumstances  must 
first  decide  what  is  to  be  the  unit  of  taxation". 

While  a  full  analysis  of  the  1971  tax  reforms  is  outside  the  scope  of  this 
study  it  is  suggested  that  one  might  well  observe  that  the  format  of  reform  in  1971, 
as  subsequently  amended,  bears  but  passing  resemblence  to  the  proposals  originally 
made  by  the  Carter  Commission.   Two  of  the  neglected  proposals  bear  special  mention 
here.   The  first,  as  has  already  been  indicated,  was  the  Commission's  recommendation 
to  adopt  the  family  as  a  taxpaying  unit  in  addition  to  the  individual.   In  fact, 
there  has  been  almost  no  change  in  this  regard  from  the  pre-Carter  position. 

Secondly,  the  Carter  Commission  advocated  the  abolition  of  federal  gift  and 

estate  taxes  in  favour  of  the  inclusion  of  both  gifts  and  inheritances  in  the  income 

(9) 

tax  base  itself.     That  proposal  is  of  vital  importance  in  any  discussion  of 

family  taxation  since  intr.a-family  gifts  and  inheritances  are  by  far  more  common 
than  extra-family  gifts  and  inheritances.  The  1971  amendments  to  the  income  tax 
system  did  in  fact  repeal  federal  gift  and  estate  taxes  for  all  gifts  and  deaths 
occurring  after  December  31,  1971  but  the  corrollary  recommendation  to  include 
gifts  and  inheritances  as  part  of  the  income  tax  base  was  not  adopted.  Thus,  an 
implicit  distortion  in  family  incomes  was  built  into  the  system  as  of  January  1, 
1972,  insofar  as  wealth  accummulated  prior  to  January  1,  1972  will  pass  from  person 
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to  person  and  generation  to  generation  in  Canada  without  the  application  of  federal 
taxation.   Since  at  the  present  date  only  five  of  the  ten  provinces  of  Canada  levy 
tax  on  gifts  and  Inheritances  such  wealth  may  pass  without  tax  of  any  kind  at  any 
level  of  jurisdiction. 

It  is  the  opinion  of  the  writer  that  the  omission  of  gifts  and  inheritances 
from  the  federal  tax  base  is  indefensible  for  several  reasons,  most  important  of 
which  is  that  there  is  no  apparent  rationale   to  a  system  which  taxes  the  profits 
of  labour  or  investment  of  capital  at  the  same  time  that  it  allows  the  profit  of 
birth-right  or  generosity  to  go  untaxed.   Indeed,  one  might  well  argue  conversely 
that  a  heavier  tax  should  be  imposed  on  non-earned  income  than  on  earned  income, 
because  of  the  risk  and  resource  depletion  involved  in  the  latter  but  not  the 
former. 

In  the  course  of  this  study  other  more  minor  aspects  of  recent  tax  reforms 
will  be  recalled  and  analysed.   However,  it  is  fair  comment  that  the  tax  reforms 
of  the  last  decade  have  produced  almost  no  change  in  the  essential  characteristics 
of  the  personal  income  tax  system  which  is,  as  it  has  been,  keyed  to  the  individual 
as  opposed  to  groups.   The  few  progressive  reforms  such  as  the  allowance  of  child- 
care  expenses  as  deductions  from  income  have  been  more  than  outweighed  by  the 
regressivness  of  taking  gifts  and  inheritances  out  of  the  federal  tax  base.   It 
will  be  the  focus  of  this  study  that  the  time  is  right  for  the  further  instalment 
of  reform  alluded  to  in  the  1969  White  Paper  and  that  the  federal  tax  system 
requires  significant  change. 

Furthermore  the  underlying  premise  of  this  study  will  be  that  the  family  is 
the  basic  social  unit  of  society  in  Canada  and  to  an  almost  equivalent  degree  the 
basic  economic  unit  of  society  and  should  be  recognized  as  such.   Non-recognition 
has  caused  distortion  of  the  system  because,  as  will  be  seen,  similarly  circum- 
stanced families  will  have  different  tax  burdens  arbrltrarily  dependant  on  the 
manner  in  which  income  Is  earned  within  the  family  unit  rather  than  the  amount  of 
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income  Itself.   It  will  be  seen  also  that  the  lack  of  comprehensiveness  in  the 
tax  base  in  particular  reference  to  families  distorts  the  tax  burdens  of  differently 
situated  families  not  only  because  of  the  economic  power  each  may  command  but 
because  of  the  source  of  the  economic  power  which  allows  that  command.   These 
problems  have  become  increasingly  more  accute  with  the  developing  sensitivity  of 
the  community  to  the  need  for  reform  of  the  laws  enabling  the  continued  subservience 
of  the  female  in  society  both  in  terms  of  labour  force  participation  and  property 
rights.   Indeed,  improvement  of  the  rights  of  women  in  our  society  is  arguably  one 
of  the  most  important  perspectives  to  maintain  while  analysing  the  tax  system  in 
the  present  context. 

OUTLINE 

The  second  chapter  of  this  study  will  begin  to  detail  the  underlying  back- 
ground information  required  to  place  the  discussion  in  perspective.   It  will  include 
amongst  other  things  an  exposition  of  the  alternative  units  which  might  be  adopted, 
some  international  information  and  an  explanation  of  prior  relevant  work  in  this 
area  of  tax  policy.  The  third  chapter  will  be  developmental.   It  will  contain  an 
explanation  and  defense  of  basic  assumptions  of  tax  policy;  a  description  of  the 
fundamental  effects  of  various  mechanisms;  formulation  of  criteria  for  evaluation; 
analysis  of  the  relevant  issues;  and  the  development  on  a  step  by  step  basis  of  a 
relatively  model  system  within  the  topical  constraints  of  this  study.   The  fourth 
chapter  will  analyse  the  current  Canadian  federal  tax  system  in  light  of  the 
criteria  and  formulations  of  the  preceding  chapter.   It  will  also  detail  the 
changes  required  to  make  the  system  more  equitable  if  the  individual  continues  as 
the  only  unit  of  personal  liability  as  well  as  the  changes  required  and  effects 
consequent  upon  adoption  of  larger  alternative  units  e.g.  the  marital  unit  or  the 
family  unit.   The  fifth  and  final  chapter  will  contain  a  brief  conclusion.   That 
conclusion  may  be  anticipated  by  the  observation  that  adoption  of  the  family  tax 
unit, as  well  as  the  individual,  will  increase  both  the  equity  of  the  system  and  its 
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neutrality.   Lastly,  there  follows  a  series  of  informative  appendices,  the  first 
of  which,  Appendix  A,  contains  the  actual  wording  of  the  most  relevant  and  important 
portions  of  the  current  Income  Tax  Act     in  numerical  order.  Therefore,  the 
reader  should  look  to  the  Appendix  whenever  reference  is  made  to  the  Act  in  this 
study.  A  careful  reading  of  the  actual  provision  will  inevitably  bear  worthwhile 
rewards  either  because  of  increased  comprehension  of  the  substance  of  the  provision 
or  because  of  increased  comprehension  of  the  complexity  of  the  system  and  the 
difficulty  of  simplistic  drafting. 

As  a  prelude  to  the  discussion^ however ,  it  is  worthwhile  to  make  explicit 
what  is  normally  an  inarticulate  premise  of  writings  in  the  field  of  taxation 
policy.   The  taxation  system  itself  is  neither  an  end  nor  a  goal.   It  is  itself  a 
mechanism  by  which  to  accomplish  other  policy  goals,  social,  political  and  economic. 
A  short  list  of  some  of  those  goals  might  be  the  control  of  the  economy,  equal- 
ization of  regional  disparity,  the  financing  of  the  activities  of  government,  the 
implementation  of  protectionist  trade  policy,  the  provision  of  economic  or  social 
incentives  or  disincentives  and  the  redistribution  of  wealth  in  the  country.   The 
nature  of  the  tax  system  then  will  depend  on  which  of  these  objectives  it  is  intended 
to  serve.   Often,  there  will  be  conflicting  objectives  and  difficult  trade-offs 
and  compromises  will  be  required.   The  exact  nature  of  the  resulting  tax  system 
will  therefore  depend  on  the  political,  economic  and  social  outlook  of  those 
people  charged  with  the  responsibility  for  the  formation  of  tax  policy  as  well  as 
their  concept  of  priorities  and  their  definition  of  the  meaning  of  an  "equitable 
distribution  of  the  tax  burden".   Similarly,  a  commentator  in  this  area  must 
ultimately  be  prepared  to  accept  the  challenge  that  his  views  on  tax  policy  will 
be  conditioned  by  his  more  fundamental  social,  political  and  economic  orientation. 
Because  people  in  a  pluralistic  society  will  have  opinions  sharply  divergent  one 
from  the  other  in  each  of  these  areas  it  is  unreasonable  to  expect  unanimity  on 
the  scope  or  nature  of  tax  policy  and  it  is  pretentious  to  suggest  that  there  is 
an  ideal  or  correct  solution  to  a  problem  posed  in  the  field.   Yet  that  statement 
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simply  is  to  acknowledge  on^s  own  preferences  and  fallability  but  not  to  negative 
the  validity  of  a  continuing  search  for  improvement  of  the  system. 

In  the  area  of  the  taxation  of  the  family  that  search  for  improvement  is 
timely  and  important  for  several  reasons: 

1)  The  current  system  viewed  simply  from  the  perspective  of  its 
internal  validity  and  consistency  is  somewhat  irrational  and 
distorted ; 

2)  Both  in  terms  of  equity  and  burden  distribution  the  current 
system  is  open  to  abuse  by  affluent  or  specially  circumstanced 
taxpayers  to  the  detriment  of  those  less  affluent  or  with  more 
ordinary  forms  of  income  e.g.  wages;  and 

3)  The  current  system  is  not  adequately  conditioned  to  accept  the 
coming  reforms  of  marital  property  laws  and  relationships. 

Perhaps  it  is  the  last  of  these  reasons  that  has  special  meaning  for  this  Commission. 
There  are  then  perhaps  four  areas  of  inquiry  suitable  for  this  Commission: 

1.  Investigation  of  sound  empirical  evidence  defining  the  true 
social  and  economic  groupings  of  contemporary  Canadian  Society. 
Particular  emphasis  should  be  placed  on  examining  the  economic 
mutuality  of  spouses,  parents  and  children  and  of  those  persons 
who  have  similar  relationships  though  they  may  not  be  formally 
recognized  in  law. 

2.  If  spouses  or  families  (or  other  groupings)  are  truly  social  and 
economic  units,  should  they  be  recognized  by  the  federal  income 
tax  system? 

3.  Given  formulated  assumptions  of  tax  equity  and  neutrality,  to  what 
extent  and  in  what  manner  should  such  groupings  be  recognized? 

4.  What  changes  are  required  in  the  current  system  to  achieve  these 
objectives? 
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It  is  the  writer's  view  that  these  questions  in  reference  to  the  Federal 
Law  Reform  Commission  are  more  qualitative  than  quantitative,  although  it  is 
acknowledged  that  any  discussion  of  tax  policy  requires  a  certain  degree  of  quant- 
ification.  However,  quantification  in  detail  is  difficult  for  several  reasons. 
First,  it  is  a  very  complex  activity  which  must  take  into  account  current  economic 
Issues  i.e.  current  at  the  time  of  implementation.   Secondly,  it  is  feasible  only 
on  the  basis  of  an  examination  of  the  entire  tax  system  so  that  the  undesirable 
effects  of  one  area  may  be  offset  by  another.   The  Carter  Commission  had  that  over- 
view and  so  could  quantify  more  easily.   Even  at  that  it  had  difficulty  because  it 
was  constrained  by  its  terms  of  reference  to  a  maintenance  of  the  exact  tax  yield 
of  the  then  current  system.   Thirdly,  attempts  at  quantification  historically  have 
had  a  tendancy  to  become  obsolete  before  implementation  and  the  sound  qualitative 
analysis  Involved  has  been  lost  in  picayune  detail.   That  was  the  fate  of  the 
Carter  Report  and  to  some  extent  the  White  Paper. 

Therefore,  it  is  acceptable  for  the  Commission  to  deal  with  the  task  at  hand 
on  the  basis  of  principle,  or  as  an  agenda  for  reform.   Quantification  can  then  be 
restricted  to  hypothetical  illustrations  which  can  be  designed  to  indicate  policy 
trend  and  direction.   Then,  with  a  mind  to  all  the  Issues  current  at  the  time  of 
Implementation  the  detail  of  actual  rates  and  amounts  can  be  included  and  refined 
over  time.   This  study  follows  that  prescription. 

FOOTNOTES  -  CHAPTER  1. 


1.  The  Income  War  Tax  Act,  S.C,  1917,  c.28. 

2.  Taxation  Statistics,  1974  Edition,  Revenue  Canada,  Taxation,  Table  2. 

3.  Report  of  the  Royal  Commission  on  Taxation  (1966) .   The  Commission  was 
chaired  by  Kenneth  Len  Carter  and  has  since  been  generally  referred  to 

as  the  Carter  Commission.   It  will  be  so  cited  here  and  its  Report  as  the 
"Carter  Report". 
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4.  See,  An  Evaluation  of  the  Report .  Richard  A.  Musgrave,  Canadian  Tax 
Journal,  1967  and  Review  of  the  Report ,  Harvey  E.  Brazer,  Canadian  Tax 
Journal,  1967. 

5.  Proposals  for  Tax  Reform,  (Ottawa,  Queen's  Printer,  1969),  Paragraph  1.6, 
Page  6.   For  an  excellent  discussion  of  the  Uhite  Paper  and  the  Carter 
Report,  see,  Gordon  Bale,  The  Individual  and  Tax  Reform  in  Canada,  1971, 
Vol.  49,  The  Canadian  Bar  Review,  Page  24. 

6.  Id.,  Paragraph  2.5,  Page  15.  Note,  also,  the  comment  at  Page  13  of  the 
Eighteenth  Report  of  the  Standing  Committee  on  Finance,  Trade  and  Economic 
Affairs,  Respecting  the  White  Paper  on  Tax  Reform,  urging  this  matter  be 
given  "high  priority". 

7.  S.C.  1970-71-72,  c.63. 

8.  Second  Report,  Great  Britain  Command  Paper  1905,  Page  35. 

9.  Carter  Report,  Volume  3,  Page  23. 

10.     R.S.C.  1952,  c.  148,  as  amended  up  to  June  15,  1975.   Hereinafter  it  will 
be  cited  as  "the  Income  Tax  Act"  or  "the  Act".   Reference  to  other 
legislation  will  be  appropriately  noted.   The  reader  should  always  refer 
to  Appendix  "A",  of  this  study  for  the  exact  wording  of  the  provisions 
of  the  Act  mentioned  in  the  course  of  this  study.   Because  of  the  inclusion 
of  Appendix  "A",  the  description  of  the  exact  contents  of  a  particular 
provision  of  the  Act  will  be  minimal. 


-  11  - 


CHAPTER  2  -  UNIT  ALTERNATIVES,  INTERNATIONAL 

INFORMATION  AND  PREVIOUS  PROPOSALS. 


PREFACE 

This  section  of  the  study  is  intended  to  provide  a  discussion  on  the 
alternative  units  available  for  selection  as  units  of  liability  for  tax  assessment 
in  the  context  of  theoretical  consideration,  international  comparison  and  previous 
work,  in  the  area.   As  will  be  obvious  from  its  presentation  it  is  the  writer's 
perspective  that  the  form  of  tax  systems  operative  outside  of  Canada  and  Indeed 
much  of  the  literature  referable  to  the  tax  systems  of  other  countries  is  of  little 
value  in  a  determination  of  a  solution  for  Canada. 

There  are  several  reasons  for  that  bias.   First,  one  must  recognize  that 
the  history,  tradition  and  culture  of  other  jurisdictions  will  have  been  significant 
in  the  formulation  of  its  taxing  systems,  based  as  they  are  essentially  on  a  mixture 
of  political,  social  and  economic  policy  goals.   Secondly,  the  mix  of  taxes  in  any 
given  jurisdiction  will  be  a  significant  factor  in  determining  the  place  of  any 
given  tax  in  that  system.   For  example,  in  France  where  the  incomes  of  all  family 
members  are  aggregated  and  then  split  according  to  a  so-called  "quotient"  formula 
it  is  significant  to  note  that  the  income  tax  is  of  lesser  significance  as  a  revenue 
producer  for  the  French  government  than  is  the  case  in  Canada.   Thus,  the  effect 
of  the  definition  of  their  system  will  have  many  fewer  and  narrower  repercussions 
than  similar  definition  here.   Thirdly,  it  is  difficult  to  view  the  tax  system  of 
any  particular  country  in  isolation  from  its  concurrent  government  function  of 
expenditure.   In  fact,  it  is  only  by  an  analysis  of  both  the  income  and  expenditure 
policies  of  a  government,  particularly  in  the  area  of  social  welfare,  that  the 
significance  of  a  particular  provision  in  a  taxing  system  can  be  measured. 
Although  this  study  will  not  deal  with  the  detail  of  the  Canadian  government's 
expenditure  program  it  is  assumed  that  the  Commission  is  generally  familiar  there- 
with.  Those  parts  of  the  program  most  applicable  e.g.  family  allowances  will  be 
dealt  with  in  this  study.   Fourthly,  the  peculiar  economic  circumstances  of  each 


-  12  - 
jurisdiction,  particularly  its  relative  cost  of  living  and  rate  of  inflation, 
will  inevitably  affect  a  political  response  which  will  contribute  to  the  shape 
of  the  system.   Fifth,  it  is  also  necessary  in  some  instances  to  go  behind  the  tax 
legislation  of  a  particular  jurisdiction  in  order  to  determine  the  rationale  for 
its  various  provisions.   Two  examples  are  of  interest  in  this  regard.   In  England, 
as  will  be  seen,  there  is  a  system  of  income  aggregation  whereby  the  incomes  of 
husband  and  wife  are  treated  as  a  unit  for  tax  purposes  and  liability  imposed 
initially  on  the  husband.   In  fact,  it  is  likely  that  the  historical  base  for  that 
taxing  provision  lay  in  the  field  of  marital  property  in  that  a  wife  could  not  be 
sued  without  the  joinder  of  her  husband.  The  taxing  provision  overcame  this  legal 
Impediment  by  ensuring  the  husband's  responsibility  for  the  total  tax  burden  of 
the  unit. 

Similarly,  it  will  be  seen  that  the  United  States  after  1948  adopted  a  tax 
unit  of  husband  and  wife  with  a  split  income  feature.  However,  it  would  not  be 
unfair  to  observe  that  these  provisions  resulted  less  from  a  desire  for  fiscal 
symmetry  amongst  individual  taxpayers  or  units  than  because  of  the  need  to  equalize 
the  tax  treatment  afforded  them  in  various  states  of  the  union.   Prior  to  1948  the 
tax  treatment  of  the  income  of  spouses  was  directly  dependant  on  whether  local 
state  law  perscribed  a  system  of  community  of  property  between  the  spouses.   If 
it  did,  then  income  splitting  for  tax  purposes  was  accepted,  though  only  one  of  the 
spouses  earned  income  or  though  there  was  an  unequal  distribution  of  income  amongst 
the  spouses.   If  it  did  not,  then  the  individual  earning  spouse  was  required  to 
pay  tax  as  such  on  all  his  income. 

This  situation  resulted  directly  from  the  decision  of  the  United  States 
Supreme  Court  in  Poe  v.  Seaborn.     As  the  impact  of  income  taxation  increased 
over  the  following  years  several  of  the  States  began  to  adopt  community  of  property 
regimes  for  the  sole  purpose  of  allowing  the  residents  of  those  states  to  take 
advantage  of  the  split  income  feature  which,  of  course,  reduced  the  amount  of  tax 
payable  by  the  unit.   In  1948,  the  United  States  Congress  solved  the  problem  by 
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allowing  income  splitting  to  all  residents  regardless  of  the  property  laws  of 

their  particular  state  of  residence. 

(2) 
By  way  of  contrast,  the  Supreme  Court  of  Canada  in  the  Sura  case    has 

held  that  residents  of  a  jurisdiction  where  community  of  property  exists  may  not 

so  split  their  incomes,  at  least  given  the  form  of  community  of  property  which 

(3) 
existed  in  Quebec  in  1947  to  1954.   More  on  this  will  be  said  later. 

It  is  proposed  now  to  provide  the  required  background  on  the  taxation  systems 

of  other  jurisdictions,  in  general,  and  of  England  and  the  United  States  in 

particular.   Following,  will  be  an  analysis  of  the  work  that  has  been  done  in 

Canada  in  the  ^rea  of  the  tax  treatment  of  the  family,  recommendations  which  have 

been  made  and  action  which  has  been  taken.   However,  it  will  be  valuable  first  to 

outline  the  possibilities  of  unit  choice  which  exist  both  so  that  the  reader  can 

have  them  in  mind  for  comparison  and  so  that  certain  basic  terminology  can  be 

defined  at  the  outset. 

THE  ALTERNATIVES 

It  is  suggested  that  the  choice  of  tax  units  is  to  be  made  from  amongst  the 
following : 

1)  The  individual; 

2)  The  marital  unit  (husband  and  wife) ; 

3)  The  family  unit  (husband,  wife  and  some  or  all  dependant  children); 

4)  The  broad  family  unit  (all  related  persons  dependant  on  each  other 
or  pooling  their  incomes  together,  the  teirm  "related"  approximating 
blood  relationship) ; 

5)  The  household  unit  (all  persons,  whether  related  or  not,  living 
together,  depending  on  each  other  or  pooling  their  incomes  together). 

Perhaps  other  unit  combinations  also  could  be  defined.   For  instance,  the 
concept  of  the  household  unit  might  be  expanded  even  further  to  include  all  persons 
who  pool  their  incomes  whether  living  together  or  not.   In  fact,  if  one  were  to 
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discount  the  problems  of  administration  inherent  in  such  a  system  and  the  possib- 
ilities of  abuse,  just  such  a  unit  would  be  the  ultimate  in  perfection.   Only  then 
would  absolute  equity  prevail,  since  the  system  would  allocate  the  tax  burden 
taking  into  account  the  "actual"  economic  or  financial  units  of  capability.   In 
such  a  case  the  system  would  accurately  recognize  the  true  income  base.  No  guess 
work  or  chance  would  be  involved.   Such  a  unit  would  constitute  a  complete  fulfill- 
ment of  the  goals  of  horizontal  and  vertical  equity. 

But,  such  a  system  is  impractical  on  at  least  three  counts.   First,  it  would 
be  all  but  impossible  for  the  revenue  authorities  to  ascertain  the  existence  of 
such  units  at  any  given  time  or  from  time  to  time.  Although,  the  Canadian  system 
is  one  of  nself -assessment"  and  it  apparently  functions  quite  adequately  as  such, 
there  are  limits  to  the  strains  which  such  a  system  can  bear  given  its  reliance  on 
voluntary  honesty.   Secondly,  some  formula  would  necessarily  be  required  to  deter- 
mine the  extent  of  financial  mutuality  required  to  constitute  a  pooling  unit.   For 
instance,  if  the  income  pooling  amongst  the  proposed  unit  members  were  done  on  an 
inconsistent  or  disproportionate  basis,  the  problem  would  be  tremendously  complicated 
and  inevitably  would  lead  to  an  unsatisfactory  and  arbritrary  solution.   Unlike  the 
family,  an  accepted  social  phenomenon,  a  broader  institution  does  not  exist  although 

the  "common  law"  relationship  can  be  recognized  and  perhaps  some  longer  lasting 

(A) 
homosexual  relationships.     Thirdly,  such  a  system  would  be  open  to  wide  abuse, 

in  that  depending  on  the  nature  of  the  rate  schedule  and  the  degree  of  Income 
splitting  allowed  to  the  members  of  the  unit,  taxpayers  might  combine  for  tax  pur- 
poses alone  as  the  exigencies  of  the  annual  income  situation  require.   Similarly, 
because  of  the  inherent  difficulties  presented  to  the  revenue  authorities  in 
discovering  the  existence  and  non-existence  of  such  units  tax  evasion  would  be 
easily  and  therefore  universally  occasioned.  This  could  lead  to  even  far  wider 
repercussion  in  the  system  as  the  disrespect  grew.  One  might  contrast  such  a 
situation  to  that  of  the  income  of  a  business  partnership  where  there  is  normally 
objective  evidence  of  income  producing  activity  on  which  the  revenue  authorities 


-  15  - 
may  rely. 

Hence,  the  units  selected  must  be  capable  of  more  objective  demonstration 
notwithstanding  that  such  a  concession  may  lead  to  a  somewhat  less  accurate 
definition  of  the  "real"  financial  unit.   Only  the  five  aforementioned  suggestions 
meet  this  test,  although  each  involves  its  own  form  of  compromise  which,  as  one 
quickly  discovers  in  this  field,  is  inevitable. 

The  broad  family  unit  and  the  household  unit  would  enjoy  the  distinction 
amongst  the  five  possibilities  of  requiring  the  least  amount  of  compromise  in  real 
and  equitable  terms.   To  just  some  lesser  degree  than  the  more  expanded  household 
unit  discussed  in  the  preceeding  paragraphs  these  two  units  are  most  likely  to 
reflect  the  actual  taxpaying  capacity  of  socially  or  economically  bound  combinations 
of  individuals  or  groups.   In  such  units  the  measurement  of  that  capacity,  rather 
than  being  arbritrary,  would  take  into  account  those  instances  where  taxpayers 
truly  pool  their  income  more  or  less  for  common  benefit  or  power. 

However,  the  adoption  of  either  of  these  units  in  unrestricted  form  most 
likely  will  be  rejected,  as  is  the  case  with  the  expanded  household  unit,  on  the 
grounds  of  administrative  and  definitional  difficulty  and  potential  abuse 
possibilities.   Additionally,  it  may  be  noted  here  that  at  least  in  regard  to 
the  decrease  in  ability  to  pay  tax  occasioned  by  dependants  (whether  related  or 
not)  the  amount  of  tax  payable  by  differently  circumstanced  units  may  be  reduced 
or  increased  without  formal  unitization,  by  the  provision  of  seperate  rate  schedules, 
personal  deductions,  exemptions  or  credits.   For  instance,  the  following  discussion 
of  the  system  extant  in  the  United  States  provides  just  such  relief  for  heads  of 
households. 

The  choice,  therefore,  quickly  narrows  to  three  units  i.e.  the  individual, 
the  marital  unit  and  the  family  unit,  perhaps  broadened  to  include  equivalent 
relationships  not  yet  formally  recognized  in  law. 

That  the  individual  is  and  must  remain  at  least  one  of  the  taxpaying  units 
in  any  taxing  jurisdiction  is  obvious.   An  unattached  taxpayer,  depending  only 
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upon  his  own  resources  and  Income  necessarily  must  have  his  burden  assessed  on 
that  basis.   The  heart  of  the  present  question  and  the  issue  facing  all  taxing 
jurisdictions  is  the  determination  of  whether  either  the  marital  or  family  units 
ought  also  to  be  adopted  as  a  basis  for  the  measurement  and  payment  of  Income  tax 
and  to  what  extent.   The  following  section  will  canvass  the  answers  which  have 
been  rendered  in  other  Jurisdictions. 

INTERNATIONAL  INFORMATION 
General 

The  following  background  material  is  provided  for  reference  but  subject  to 
the  caveats  on  the  inapplicability  of  foreign  experience  earlier  mentioned.   How- 
ever, it  is  worthwhile  to  note  in  advance  of  the  information  which  follows  that 
virtually  every  combination  of  unit  choice  can  be  found  in  at  least  one  other 
jurisdiction  in  the  world.   Similarly,  as  will  be  noted  later,  one  can  come  to 
some  very  gross  but  informative  generalizations  of  the  world  view  of  unit  choice 
in  taxation. 

Fortunately,  other  writers  in  the  taxation  field  have  previously  made 

extensive  international  comparisons  of  the  taxpaying  units  defined  and  adopted  in 

other  parts  of  the  world.   It  is  not  the  Intention  here  to  duplicate  those  efforts. 

In  describing  in  general  terms  the  world-wide  treatment  afforded  family  Income  one 

can  do  no  better  than  rely  on  a  study  done  by  Oldman  and  Temple.   They  reported 

that: 

"Separate  taxation  of  each  spouse  is  the  system  used  in  Argentina, 
Australia,  Brazil,  Canada,  Dominican  Republic,  India,  Israel,  Japan, 
Mexico,  Pakistan,  Soviet  Union,  Spain,  Venezuela  and  Yugoslavia 
Under  some  circumstances,  however,  the  income  of  spouses  is 
aggregated  in  these  countries.   Some  countries  aggregate  Income 
if  the  spouses  are  associated  in  business.   India  aggregates  the 
income  of  a  Hindu  undivided  family;  Yugoslavia  aggregates  the 
household  income  of  an  agricultural  commune;  and  Argentina,  Brazil, 
Dominican  Republic  and  Spain  aggregate  community  property  Income. 
In  the  Dominican  Republic  and  Spain,  aggregation  extends  to  earned 
Income  if  the  spouses  were  married  under  a  community  property  regime. 
Israel,  Japan  and  Venezuela  aggregate  the  unearned  income  of  husband 
and  wife. 
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The  following  countries  aggregate  the  earned  and  unearned  income 
of  the  spouses  for  application  of  progressive  tax  rates.  Except 
in  Germany  and  the  United  States  such  aggregation  is  mandatory: 

Belgium  Netherlands 

Ceylon  Netherlands  Antilles 

China  (Republic  of)  New  Zealand 

Columbia  Norway 

Denmark  Peru 

Finland  Philippines 

France  Sweden 

Germany  Switzerland 

Ghana  Thailand 

Greece  Turkey 

Italy  Union  of  South  Africa 

Lebenon  United  Kingdom 

Malta  United  States 

All  of  these  countries  have  some  provisions  which  effect  a  reduction 

of  the  tax  burden  on  married  couples.   In  Ceylon  ,  France, 

Germany  and  the  United  States  the  aggregate  incomes  are  split, 
which  results  in  lower  rates.   Reduced  rates  are  applied  directly 
to  the  aggregate  incomes  in  several  countries,  including  the 
Netherlands,  Norway  and  Sweden.   Among  those  countries  in  which 
allowances  are  permitted  for  the  wife's  earned  income  are  Denmark, 
Finland,  Norway,  Switzerland,  and  the  United  Kingdom.   Aggregation 
of  the  earned  income  of  the  wife  with  that  of  the  husband  is  limited 
in  scope  in  Belgium,  Greece,  Italy  and  New  Zealand." C^) 

The  foregoing  analysis  is  essentially  accurate  today.   The  major  change  to 
be  reported  results  from  the  tax  reform  amendments  of  1969  in  the  United  States 
which  in  effect,  withdrew  the  privilege  of  full  income  splitting  from  spouses  as 
it  had  previously  been  known.   As  will  be  seen  in  more  detail  in  the  next  pages 
there  is  currently  a  separate  rate  table  provided  for  unmarried  individuals; 
married  persons  filing  a  joint  return  and  surviving  spouses;  married  persons  filing 
separate  returns;  and  heads  of  household.   The  purpose  and  effect  of  the  amendments 
was  to  reduce  the  relative  differential  between  the  tax  burdens  of  single  and  married, 
taxpayers  of  equal  income  which  had  become  a  source  of  major  dissatisfaction. 

The  Olman  and  Temple  review,  as  excerpted  here,  does  not  indicate  the 
place  of  the  income  of  dependant  children  in  the  various  taxation  systems.   In  a 
number  of  countries  the  income  of  dependant  children  is  aggregated  with  tliose  of 
their  parents  and  the  tax  burden  assessed  on  the  basis  of  family  income.   Even  in 
those  countries  which  do  not  force  aggregation  of  the  income  of  dependant  children 
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recognition  is  inevitably  given  to  the  decrease  in  ability  to  pay  tax  occasioned 
by  the  financial  burden  of  dependant  children.  Various  schemes  of  exemptions, 
deductions,  credits  and  separate  rate  schedules  are  provided  to  reflect  that  decreased 
ability.   Furthermore,  most  tax  systems  in  the  international  community  have  prov- 
isions designed  to  prevent  the  artificial  splitting  of  income  amongst  family 
members  which  inevitably  has  the  consequent  result  in  a  progressive  tax  system 
of  reducing  the  tax  burden  on  family  income.   The  anti-avoidance  provisions  are 
in  one  sense  a  reflection  of  the  attitude  of  most  states  towards  the  economic 
unity  of  the  nuclear  family. 

The  most  elaborate  system  for  recognition  of  the  income  of  the  nuclear  family 
as  a  whole  is  found  in  France.   In  France,  dependant  children  are  all  children  who 
are  provided  with  a  home,  are  under  21  or  students  under  25,  or  who  are  doing 
national  service  or  are  invalid  adults.   The  income  of  the  spouses  and  dependant 
children  is  aggregated  and  then  split  into  parts  on  the  basis  of  so  called  "quotients" 
i.e.  a  denominator  weighted  by  family  circumstances.   The  tax  is  then  calculated 
on  each  part  and  is  multiplied  by  all  of  the  parts  to  find  the  tax  payable.   The 
quotient  formula  is  the  most  extreme  form  of  income  splitting  which  applies  weights 
to  the  family  income  for  rate  purposes  according  to  the  marital  status  and  number 
of  dependants  of  the  unit  members.   It  obviously  involves  intricate  and  complicated 
procedures.     Similarly,  in  Denmark,  Finland  and  Belgium  the  income  of  minor 
children  is  sometimes  included  with  that  of  the  parents.  This  varies  in  each 
country  with  age,  source  of  income  and  the  proprietary  rights  of  the  parents  to 
that  income. 

A  review  of  the  varying  forms  of  taxation  of  the  family  in  the  international 
community,   subject  to  the  caveats  aforementioned,  permits  several  outstanding 
generalizations.     They  are  as  follows: 

1.   An  overwhelming  number  of  countries  have  adopted  some  form  of 
marital  unit  as  the  basis  of  tax  assessment  and  liability. 
Almost  all  countries  recognize  the  relationship  of  the  income 
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of  spouses  to  the  concept  of  ability  to  pay  tax,  at  least  with 
regard  to  non-earned  Incomes; 

2.  In  very  few  countries  is  the  Income  of  dependant  children  aggregated 
with  that  of  the  parents  except  in  the  case  of  income  to  which 
parents  otherwise  have  proprietary  rights  and  income  which  results 
to  children  by  way  of  intra-family  schemes  designed  to  reduce  the 
burden  of  tax  on  income  through  income  splitting; 

3.  However,  virtually  all  countries  take  account  of  the  peculiar 
relationship  of  the  nuclear  family  relative  to  taxpaying  ability 
at  least  by  providing  deductions  or  some  other  form  of  recognition 
for  the  reduced  ability  to  pay  of  a  family  unit  which  has  dependant 
members  or  members  who  do  not  contribute  Income  to  that  family 
unit ;  and 

4.  Special  recognition  by  way  of  relief  from  extra  tax  burden  is  very 
often  given  to  the  earned  income  of  spouses  or  other  members  of 

the  nuclear  family  where  aggregation  of  income  is  thought  desirable. 

The  Oldman  and  Temple  study  also  contains  a  concise  statement  of  their 

analysis  of  the  effects  of  the  various  national  tax  policies  canvassed,  as  follows; 

"In  the  following  descriptive  analysis  of  the  relative  burdens  of 
progressive  income  taxation  and  single  and  married  persons  in 
several  countries,  the  pendulum  of  discussion  starts  with  the 
aggregation  systems  which  impose  relatively  higher  burdens  on 
married  than  on  single  persons,  swings  through  the  separate 
taxation  systems  which  are  neutral  in  part  or  in  whole,  and 
ends  with  aggregation  systems  which  place  higher  burdens  on 
single  than  on  married  persons.   With  the  exceptions  noted 
below,  the  aggregation  systems  impose  the  same  burden  on  all 
equal  income  groups,  while  the  separate  taxation  systems 
differentiate  among  such  couples  but  not  among  equal  income 
individuals.   For  all  the  systems,  at  the  lowest  levels  of 
income,  there  is  little  or  no  difference  in  tax  burdens  among 
married  couples  or  between  single  or  married  persons  because 
most  of  the  income  at  such  levels  is  taxed  at  the  same  beginning 
rate.   At  levels  of  incomes  substantially  beyond  the  beginning  of 
the  top  bracket,  there  is  also  little  differentiation  made  by  the 
several  systems  because,  except  in  the  Netherlands,  all  taxpayers 
at  such  levels  pay  the  same  maximum  rate  on  most  of  their  income. 
At  intermediate  levels  of  income,  however,  the  different  methods 
of  taxation  produce  wide  variations  in  the  allocation  of  tax 
burdens  because  at  these  levels  the  differing  and  increasing 
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marginal  rates  of  taxation  operate  on  most  of  the  income 
subjected  to  tax. "(8) 

Of  all  the  international  systems  there  are  two  which  seem  to  have  greatest 
relevance  to  Canada  both  for  historical,  political  and  geographical  reasons.   In 
the  historical  sense  the  system  in  effect  in  England  is  of  course  relevant.   In 
political  and  geographical  terms  the  system  in  the  United  States  is  of  significance. 
Indeed,  in  regard  to  the  relationship  between  Canada  and  the  United  States  the 
allegation  has  often  been  made  that  the  Canadian  system  must  not  impose  a  burden 
heavier  than  that  of  the  United  States  else  a  "brain  drain"  will  result  with  the 
best  of  the  Canadian  talent  emmlgrating  to  the  United  States  to  take  advantage  of 
lower  tax  rates.  The  fact,  however,  is  that  although  there  has  been  widespread 
advocacy  of  that  notion  there  is  no  empirical  evidence  to  support  such  conclusions. 
In  the  writer's  opinion  "brain  drain"  resulting  from  differentials  in  the  tax 
system  of  Canada  and  the  United  States  is  minimal,  if  not  non-existant.   The  reason, 
of  course,  is  that  there  is  not  now  nor  has  there  ever  been  nor  is  there  likely 
to  be  a  substantial  enough  differential  between  the  systems  to  warrant  that  kind 
of  migration.  More  Importantly,  it  is  likely  that  the  tax  "bite"  will  have  much 
less  Influence  on  a  residence  decision  than  will  the  perceived  mores  of  the  respective 
communities,  the  respective  social  welfare  bases,  the  respective  levels  of  fear  and 
anxiety  in  the  populace  in  day  to  day  activities,  labor  force  opportunities,  housing 
availability,  etc.  The  tax  system  itself,  it  is  suggested,  rarely  will  be  deter- 
minative.  Nonetheless,  it  is  worthwhile  to  study  the  system  of  our  closest 
neighbour. 

Taxation  in  the  United  States 


As  was  earlier  indicated  the  current  taxation  of  family  Income  in  the  United 
States  in  many  ways  developed  as  a  result  of  forces  external  to  the  tax  system 
rather  than  as  a  result  of  a  defined  policy  goal.  The  reaction  of  the  tax  system 
to  the  proliferation  by  some  states  of  community  of  property  schemes  designed  solely 
to  take  advantage  of  income  splitting  for  tax  purposes  is  a  lesson  which  should 
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not  be  lost  on  Canadian  tax  theorists  and  policy  makers.   It  is  obvious  that 
Canadians  in  future  will  enjoy  varying  forms  of  community  of  property  or  other 
marital  property  schemes  depending  on  the  province  of  residence.   The  tax  system 
rather  than  reacting  to  such  schemes  perhaps  should  anticipate  them  and  provide  a 
policy  basis  which  will  accommodate  the  regional  preferences  of  Canadians  at  the 
same  time  that  it  provides  equity  and  a  fair  distribution  of  the  tax  burden. 

The  individual  income  tax  in  the  United  States  conceptually  and  fundamentally 
is  much  the  same  as  that  presently  in  force  in  Canada.   Although  it  varies  in  detail, 
it  is  a  progressive  tax  system  based  on  the  application  of  graduated  rates  of  tax 
to  a  base  defined  by  income.   The  definition  of  income  is  more  comprehensive  than 
is  the  case  in  Canada,  mainly  resulting  from  the  fact  that  the  term  "source"  in  the 

United  States  was  defined  to  be  all  inclusive  of  income  of  whatever  form  unless 

(9) 
there  were  specific  exemptions  provided  in  the  legislation. 

There  are  four  schedules  of  tax  rates  provided  for  individuals  in  different 

circumstances : 

1.  Single  persons,  including  certain  married  taxpayers  living  apart 
who  cannot  qualify  for  head  of  household  rates; 

2.  Married  persons  filing  separate  returns; 

3.  Married  persons  filing  joint  returns  as  spouses  as  well  as 
certain  "surviving  spouses"; 

4.  Individuals  who  are  "heads  of  households". 

Prior  to  1970  there  was  simply  a  single  rate  schedule  in  the  United  States 
which  applied  both  to  single  and  married  persons  (including  married  persons  filing 
separate  returns).   Spouses  were  allowed  to  split  their  income  and  file  joint 
returns  regardless  of  the  distribution  of  the  income  earned  between  them  and  the 
rate  schedule  was  then  applied  to  each  half.   The  practical  effect  of  that  system 
was  noted  to  double  the  widths  of  the  taxable  income  brackets  for  married  couples 
which  automatically  set  the  tax  on  married  couples  at  twice  the  tax  of  a  single 
persons  with  half  as  much  taxable  income.      The  major  problem  of  the  scheme  was 
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found  to  be  that  the  tax  burdens  of  unmarried  and  married  persons  were  unduly 
disproportionate.   For  instance  prior  to  the  major  tax  reforms  of  1969  an  individual 
person's  tax  was  as  much  as  40. 9%  higher  than  the  tax  paid  on  the  same  income  by 
a  married  couple  filing  a  joint  return  even  though  all  of  it  had  been  earned  by 
one  of  the  spouses.   This  lead  to  wide-spread  dissatisfaction  which  culminated  in 
the  reforms  of  1969  and  the  current  system  which  reduced  that  differential  to  a 
maximum  of  20%  reached  at  a  level  of  $20,000  of  taxable  income.   Generally  the 
spread  is  17%  to  20%  in  favour  of  married  couples  with  incomes  between  $14,000  and 
$100,000.   The  head  of  household  rates  are  about  halfway  between  the  two. 

The  Tax  Reform  Act  of  1969  in  the  United  States     implemented  the  separate 
rate  schedules  aforementioned,  the  schedule  for  married  persons  remaining  as  it 
was  while  lower  rates  in  some  brackets  were  introduced  for  unmarried  persons  in 
order  to  narrow  the  differential  in  tax  burden  on  equal  incomes.   In  effect,  the 
full  income  splitting  provision  previously  extant  in  the  United  States  was  mitigated 
by  the  rate  changes  and  no  longer  accurately  bears  the  designation  of  full  income 
splitting.  While  spousal  income  is  split,  it  then  bears  a  somewhat  higher  rate 
of  tax  relative  to  unmarried  persons  of  equal  income  than  was  the  case  prior  to 
1969. 

Taxpayers  who  are  not  married  at  year's  end  and  who  do  not  qualify  as  surviv- 
ing spouses  or  heads  of  household  compute  their  tax  on  the  rates  applicable  to  a 

(12) 
single  person.     Married  persons  have  the  option  of  filing  a  single  tax  return 

in  which  they  report  their  combined  incomes  and  deductions  or  of  filing  ^   separate 

(13) 
returns.     The  effect  of  filing  a  joint  return  is  almost  always  beneficial  to 

the  married  couple  since  it  has  the  effect  of  averaging  their  income  on  a  per 

capita  basis  for  purposes  of  determining  the  tax  exigible  (even  if  all  that  income 

has  been  earned  by  one  or  the  other  of  the  spouses  or  if  there  is  some  other 

unequal  distribution  between  them).  The  resulting  tax  is  then  less  than  it  would 

have  been  if  separate  returns  had  been  filed.  Rarely,  there  may  be  advantages  to 

filing  separate  returns  if  medical  expenses  are  large  or  to  avoid  having  to  net 
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the  capital  gains  of  one  spouse  with  the  capital  losses  of  another. 

In  order  to  file  a  Joint  return  the  spouses  must  be  legally  married  at  the 
end  of  the  taxation  year.   Joint  returns  are  not  allowed  If  either  spouse  was  non- 
resident during  the  year;  If  the  spouses  have  different  taxable  years  or  If  the 
married  couple  Is  legally  separated.   In  some  circumstances  the  rate  schedule 
applicable  to  joint  returns  Is  available  to  surviving  spouses,  notably  for  the  two 
years  following  the  death  of  a  spouse  where  the  survivor  has  dependant  children. 
The  object  is  to  provide  a  transitional  period  to  increased  burdens. 

Most  married  persons  living  apart  or  filing  separate  returns  for  other  reasons 
pay  higher  rates. than  do  single  taxpayers.   However,  a  married  taxpayer  can  be 
considered  unmarried  and  therefore  eligible  to  pay  at  the  rates  applicable  to 
single  persons  if:   (a)  he  files  a  separate  return;  (b)  he  maintains  a  household 
which  is  the  principal  place  of  abode  of  a  dependant  son  or  daughter  for  whom  the 
parent  is  entitled  to  a  dependency  deduction  and  the  cost  of  which  household  was 
borne  at  least  half  by  the  taxpayer;  and  (c)  where  the  spouses  have  not  lived 
together  during  any  part  of  the  year.   Such  persons  can  then  use  the  tax  rates  for 
single  persons  or,  if  they  qualify,  the  more  favourable  head  of  household  rates. 

Head  of  household  status,  as  indicated,  qualifies  the  taxpayer  for  rates 
midway  between  those  of  a  single  person  and  a  married  couple  filing  a  joint  return. 
To  qualify  as  a  head  of  household  the  taxpayer  must:  (a)  be  unmarried  at  the  end 
of  the  taxation  year  (with  one  exception  where  a  married  taxpayer  meets  the 
"unmarried"  rules  of  the  preceding  paragraph  and  otherwise  meets  the  head  of 
household  test)  ;  and  (b)  maintain  as  his  home  a  household  which  is  the  principal 
place  of  abode  for  a  close  relative  for  whom  he  is  entitled  to  a  dependency 
deduction  or  an  unmarried  child;  or  (c)  maintain  a  household  (not  necessarily 
his  own)  which  is  the  principal  place  of  abode  for  a  parent  for  whom  he  is  entitled 
to  a  dependency  deduction. 
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Where  a  joint  return  Is  filed  each  spouse  Is  jointly  and  severally  liable 
for  the  full  amount  of  the  tax,  penalties  and  interest  arising  out  of  the  Joint 
return.   The  joint  return  must  be  signed  by  both  spouses.   If  separate  returns 
are  filed  each  spouse  is  liable  only  for  his  or  her  own  tax  and  penalties.   Transfers 
of  assets  from  one  spouse  to  another  to  avoid  enforceability  of  tax  assessments  is 
prevented  by  prescribing  liability  on  the  transferee  of  the  property.   In  the  event 
that  a  joint  return  contains  an  omission  from  income  a  spouse  can  be  relieved  of 
liability  for  tax,  including  interest  and  penalties  to  the  extent  of  the  liability 
attributable  to  the  omission.  However,  such  relief  is  available  only  if:  (a)  the 
omitted  amount  is  properly  includible  in  gross  income;  (b)  the  omission  from  gross 
income  is  attributable  to  the  other  spouse  and  is  more  than  25%  of  the  amount  of 
gross  income  stated  in  the  joint  return;  (c)  the  spouse  seeking  relief  establishes 
that  he  or  she  did  not  know  of  and  had  no  reason  to  know  of  the  omission;  and  (d) 
it  is  inequitable  to  hold  the  spouse  seeking  relief  liable  to  the  additional  tax, 
taking  into  account  whether  or  not  he  or  she  significantly  benefited  from  the 
omission.  Relief  will  not  be  granted  to  a  spouse  on  the  basis  of  ignorance  of  the 
tax  consequences  of  a  transaction  if  the  facts  are  either  in  the  spouse's  possession 
or  reasonably  could  have  been.^  •' 

Although  the  system  of  taxation  in  the  United  States  does  not  require 
aggregation  of  the  income  of  dependents,  family  status  is  recognized  in  several 
ways  the  most  important  of  which,  and  the  most  relevant  for  the  purposes  here,  is 
the  deduction  allowed  for  personal  exemptions.   Each  taxpayer  in  the  United  States 
is  entitled  to  one  or  more  exemption  deductions  in  computing  his  taxable  income  in 
addition  to  the  deduction  of  certain  personal  and  employee  business  expenses  on 
an  itemized  basis  or  by  taking  a  standard  deduction  in  lieu  thereof.   Generally 
it  can  be  said  that  in  computing  income  a  deduction  of  $750  is  allowed  for  each 
exemption.      The  most  important  of  the  exemptions  is  that  each  person  is  entitled 
to  a  personal  exemption  for  himself  regardless  of  taxpayer  status  or  whether  he  is 
a  dependant  of  another  person.   In  addition  an  exemption  is  given  to  a  taxpayer 
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aged  65  or  over  and  a  taxpayer  who  is  blind.   An  exemption  of  $750  Is  allowed  for 
a  taxpayer's  spouse  and  a  further  exemption  Is  allowed  for  old  age  or  blindness, 
if  applicable.   If  a  married  couple  files  a  joint  return  they  are  allowed  the 
personal  exemptions  of  each  spouse  whether  or  not  a  spouse  has  income  or  is  dependent 
on  another  taxpayer.   If  separate  returns  are  filed  a  taxpayer  may  claim  an  exemp- 
tion for  a  spouse  only  if  that  spouse  has  no  income  and  is  not  dependent  on  another 
taxpayer. 

In  addition  a  taxpayer  is  entitled  to  a  deduction  of  $750  for  each  of  his 
dependants,  without  limit,  so  long  as  each  claimed  exemption  qualifies  as  a  depend- 
ant.  However  no  more  than  one  exemption  can  be  claimed  for  any  dependant.   There 
are  several  prerequisites  before  a  dependency  deduction  can  be  claimed.   For  the 
purposes  of  this  study  the  most  important  of  these  tests  is  that  of  relationship 
i.e.  generally  the  dependant  must  be  related  to  the  taxpayer  claiming  the  deduction 
(including,  inter  alia,  children,  brothers  and  sisters,  parents,  certain  in-laws, 
etc.).   Furthermore,  a  person  with  gross  income  of  $750  or  more  cannot  qualify  as 
a  dependant  for  exemption  purposes  except  a  child  of  the  taxpayer  who  hasn't  reached 
age  19  at  the  end  of  the  taxation  year  or  one  who  is  a  student,  regardless  of  his 
age.   In  other  words,  a  dependency  exemption  can  be  taken  for  a  child  regardless  of 
the  child's  income  if  the  child  is  a  full-time  student  or  under  19  and  the  other 
tests  are  met.   Thus,  in  effect  in  the  American  system  the  same  child  if  a  full-time 
student  or  under  19  can  give  the  family  unit  two  $750  deductions  i.e.  one  to  the 
parent  and  one  to  the  child  himself  if  he  has  sufficent  income  to  require  it. 
Generally  a  taxpayer  can  claim  a  person  as  a  dependant  only  if  he  furnishes  more 
than  half  of  that  persons  support  (this  test  does  not  apply  to  children) .   Special 
rules  are  provided  for  the  children  of  divorced  or  separated  parents. 

Appendix  B  to  this  report  sets  forth  the  applicable  rates  payable  for  1975 
under  the  Internal  Revenue  Code  for  the  purpose  of  computation  of  tax  once  taxable 
income  has  been  determined.   All  four  schedules  are  set  forth  for  comparative 
purposes.   Using  the  tables  one  finds  the  following  results  for  a  taxpayer  with 
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$16,000  of  taxable  income  and  no  other  deductions  or  credits: 

Circumstance  Tax 

Single  $3,830 

Head  of  Household  3,540 

Married,  Joint  return  3,260 

Married,  separate  return  A, 330 

Taxation  in  the  United  Kingdom 

The  system  of  personal  income  taxation  in  the  United  Kingdom  theoretically 
and  conceptually  is  very  similar  to  that  in  force  in  Canada  and  in  the  United 
States.   It  is  in  detail  and  scope  that  it  varies,  not  in  concept.   However,  if  the 
system  of  taxation  of  the  income  of  families,  particularly  spouses,  in  the  United 
States  is  one  which  tends  towards  Income  splitting,  then  the  system  in  force  in 
the  United  Kingdom  occupies  the  opposite  end  of  the  spectrum  i.e.  aggregation  with 
minimal  mitigation. 

Generally,  the  income  of  spouses  in  the  United  Kingdom  is  calculated  by  first 
determining  the  income  of  each  of  them  and  then  aggregating  the  two  by  way  of  add- 
ing the  wife's  income  to  that  of  the  husband.      A  single  rate  schedule  is  then 
provided  which  is  identical  for  single  and  married  people.  The  husband  is  liable 
initially  for  the  payment  of  the  tax  for  himself  and  his  wife  but  if  the  tax  is  not 
paid  within  28  days,  collection  can  be  made  from  the  wife. 

The  effect  of  aggregation  of  the  Income  of  spouses  normally  will  increase 

the  amount  of  tax  payable  by  them  from  that  which  would  have  been  exigible  if  they 

had  been  taxed  separately.   This  results  from  the  application  of  increasingly  higher 

graduated  rates  of  tax  as  income  increases.   Because  of  the  harshness  of  result 

from  this  rule  there  are  three  main  exceptions  contained  in  the  system.  The  first 

is  that  a  married  woman  who  is  separated  legally;  de  facto  in  circumstances  where 

that  separation  is  likely  to  be  permanant ;  or  where  one  of  the  spouses  is  non- 
CIS) 
resident,  is  treated  as  a  single  taxpayer.      Secondly,  either  of  the  spouses 

., .... .. .  ...„.„., .......  .„ ...  _.. .,  ........... ...  _., 
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(19) 
an  election  binding  on  the  revenue  authorities.      However,  the  total  amount  of 

tax  payable  by  the  spouses  together  remains  exactly  the  same,  the  election  merely 

I 

affecting  legal  responsibility  for  payment.   Thirdly,  since  1972,  an  election  may 

be  made  to  assess  the  "earned  income"  of  the  wife  as  if  she  were  a  single  person. 
This  election  goes  to  the  heart  of  the  determination  of  the  quantum  of  tax  payable 
since  it  allows  the  earned  income  of  a  spouse  to  be  split  from  that  of  her  husband. 
The  election  must  be  made  jointly  in  writing;  applies  for  the  current  and  all  future 
years  of  assessment  unless  jointly  revoked;  and  must  be  made  within  6  months  before 
and  6  months  after  the  first  year  of  assessment  to  which  it  is  to  apply.   When 
such  an  election  has  been  made  the  husband  computes  his  income  as  if  his  wife  had 

no  earned  income  but  otherwise  as  if  he  were  still  a  married  man.   Earned  income 

(21 
essentially  includes  salaries  and  wages,  business  profits,  income  from  patent  rights 

(22) 
and  capital  sums  derived  from  the  sale  of  income  based  on  personal  activities. 

II 
Earned  income  does  not  include  what  in  Canada  one  would  refer  to  as  income  from 

property  or  investment. 

In  the  year  of  marriage  or  in  the  year  of  the  death  of  a  husband  a  wife  will 
be  treated  as  a  single  person  on  income  earned  prior  to  marriage  or  after  the  date 
of  her  husband's  death. 

Appendix  "C"  to  this  study  contains  the  rate  schedule  in  effect  in  the  United 
Kingdom  for  1974-75.   It  is  applicable  both  to  married  and  unmarried  persons.   In 
determining  the  income  subject  to  tax  however,  certain  personal  reliefs  are  allowed. 
These  personal  reliefs,  as  is  the  case  in  other  jurisdictions,  are  intended  to 
reduce  the  tax  burden  of  a  taxpayer  according  to  his  individual  and  family  respon- 
sibilities which  are  accepted  as  reducing  his  ability  to  pay  tax.   The  reliefs  are 
given  in  the  form  of  deductions  from  Income,  not  from  tax.   For  the  purposes  of 
this  study  a  description  of  the  most  significant  of  the  personal  reliefs  follows. 

Each  taxpayer  is  entitled  to  a  personal  allowance  of  at  least  £625.   A 
married  man  is  entitled  to  a  higher  allowance  of  £865  if  his  wife  is  living  with 
him  or  if  she  is  not  living  with  him  if  he  is  wholly  maintaining  her  and  is  not 
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(23) 
paying  maintenance  for  which  he  Is  obtaining  a  deduction  as  an  annual  charge. 

Personal  relief  is  available  for  a  taxpayer's  own  children  regardless  of 

who  maintains  them  and  for  other  children  of  whom  the  taxpayer  has  custody  If  In 

fact  he  is  maintaining  them.   The  relief  Is  applicable  for  children  up  to  the  age 

of  16  or  a  child  over  16  who  is  a  full-time  student  In  either  academic  or  vocational 

training.   The  amount  of  the  relief  depends  on  the  child's  age  and  the  child's 

Income.   For  a  child  aged  up  to  11  at  anytime  In  a  year  the  relief  Is  £240.   For  a 

child  aged  11  to  16  the  relief  is  £275  and  for  a  child  aged  16,  £305.   If  a  child's 

Income  exceeds  £115  the  amount  of  the  relief  is  reduced  by  £1  for  every  £1  of  Income 

earned  by  the  child  In  excess  of  £115.   The  child's  Income  for  these  purposes  does 

not  include  fellowships  or  Income  otherwise  aggregated  with  parents.   The  Income  of 

children  to  be  aggregated  with  parents  Is  now  restricted  to  certain  forms  of  trust 

Income  and  no  other.   Prior  to  1971  Investment  income  of  children  was  also  aggregated 

(24) 
with  that  of  the  parents  under  some  circumstances. 

Personal  reliefs  of  varying  amounts  are  also  available  dependant  upon  age, 
need  for  housekeeping  services  and  for  blind  persons.   Furthermore,  a  married  woman 
whose  Income  is  aggregated  with  that  of  her  husband  and  who  is  working  also  gets 
an  allowance  up  to  the  lesser  of  the  single  person's  allowance  (currently  £625)  or 
her  net  taxable  earned  Income.   This  relief  has  come  to  be  known  as  the  "wife's 
earned  income  relief". 

In  the  event  that  husband  and  wife  elect  to  have  the  wife's  earned  income 

taxed  as  if  she  was  a  single  person  neither  spouse  may  claim  the  personal  relief 

f  26) 
for  age  exemption   ,  for  a  relative  taking  charge  of  an  unmarried  person's  younger 

(27) 
brother  or  sister     or  the  additional  relief  for  widows  and  others  in  respect  of 

f  28) 
children.      Furthermore,  the  husband  can  claim  only  the  single  person's  allowance 

and  not  marriage  relief  and  his  wife  will  receive  only  the  single  person's  allowance, 

not  the  wife's  earned  income  relief.   Child  relief  will  be  granted  to  the  husband, 

not  the  wife.   Excess  amounts  of  relief  deductions  available  to  one  spouse  cannot 

be  carried  over  and  used  against  the  Income  of  the  other  spouse. 
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PREVIOUS  PROPOSALS 

Having  outlined  the  systems  in  some  of  the  international  community  and  in 
more  specific  detail  the  systems  in  force  in  the  United  States  and  the  United 
Kingdom,  the  following  portions  of  this  chapter  will  canvass  in  chronological  order 
the  most  significant  studies  and  recommendations  for  tax  reform  in  Canada  in  the 
area  of  family  income.   Each  of  the  Canadian  studies  has  reviewed  in  greater  or 
lesser  detail  the  systems  of  other  jurisdictions  and  the  literature  surrounding 
them.   It  is  not  the  writer's  intention  to  duplicate  those  efforts.   There  are 
essentially  five  Canadian  proposals  which  should  be  considered.   The  first  in  point 
of  time  was  the  study  done  for  the  Carter  Commission.   The  second  is  the  Carter 
Commission  proposal  itself  which  in  the  writer's  opinion  is  deserving  of  utmost 
consideration.   The  third  is  the  study  done  by  Hartle  for  the  Royal  Commission  on 
the  Status  of  Women  in  Canada.   Fourth,  there  must  be  brief  reference  to  the  White 
Paper  on  Tax  Reform.   Lastly,  is  the  Report  of  the  Royal  Commission  on  the  Status 
of  Women  in  Canada  itself. 

The  Carter  Study  Group 

One  of  the  study's  commissioned  by  the  Carter  Royal  Commission  on  Taxation 

(29) 
was  on  the  subject  of  the  taxation  of  the  family.   The  study  group     reported  in 

June  of  1964.   It  had  available  to  it  submissions  which  had  been  made  to  Commission 

for  reform  in  this  area  as  well  as  the  staff  of  the  commission,  particularly  the 

statistical  section.   The  study  canvassed  a  number  of  the  then  current  provisions 

of  the  Income  Tax  Act  which  bore  directly  on  the  taxation  of  the  family  as  well  as 

the  tax  systems  operative  in  other  jurisdictions.   At  pages  56-61  of  that  study 

there  appears  a  comparative  table  indicating  the  essential  nature  of  the  tax  system 

in  16  countries  which  can  provide  handy  reference  with  very  simple  effort  on  the 

part  of  the  reader.   The  study  also  considered  the  literature  available  to  that 

date  and  analysed  each  of  the  alternatives  then  thought  to  be  available.   It  then 

formulated  suggestions  for  reform. 
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The  study  rejected  the  aggregation  of  all  family  income  in  favour  of  the 
aggregation  only  of  spousal  income.  However,  it  recommended  continuation  of  the 
attribution  provisions  of  the  Income  Tax  Act  with  regard  to  dependant  minor  child- 
ren.     The  study  group,  while  accepting  that  it  is  arguable  that  all  families 

of  similar  total  income  should  bear  similar  tax  burdens,  rejected  aggregation  of 

(31) 
all  family  income  for  six  reasons,     as  follows: 

1.  Since  the  study  group  recommended  a  two-rate  system,  one  for 
single  taxpayers  and  one  for  married  couples,  it  felt  that  it 
would  l^e  too  complicated  to  have  a  separate  rate  schedule  as 

well  for  each  size  of  family  and  therefore  such  a  concept  was 
impracticable; 

2.  It  sought  to  achieve  greater  progressivity  and  equity  by  eliminat- 
ing personal  exemptions  for  children,  setting  appropriate  rates 

of  tax  and  increasing  the  transfer  of  resources  to  family  units 
through  taxable  family  allowances  to  take  account  of  the  reduced 
ability  to  pay  tax  resulting  from  the  dependency  of  children; 

3.  The  study  group  felt  that  family  units  would  be  too  various  in 
size  to  permit  aggregation  and  that  they  would  vary  too  much  in 
internal  characteristics  as  opposed  to  married  couples  which 
vary  little  in  internal  characteristics.   Once  again  the  study 
group  preferred  to  treat  children  by  a  comprehensive  system 

of  deductions  and  an  adequate  scale  of  family  allowances; 

4.  It  adopted  the  words  of  the  English  Royal  Commission  that  it 

would  be : 

"doubtful  justice  ....  to  attribute  the  whole  of  the 
child's  income  to  the  parents  and  leave  him  merely  to 
such  relief  as  the  child  allowance  might  afford  him"; 

5.  It  felt  that  the  attribution  provisions  of  the  Canadian  Income  Tax 
Act,  though  ineffective  in  some  ways,  adequately  met  the  rationale 
of  four  of  the  members  of  the  English  Royal  Commission  in  a 
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Reservation  to  the  Second  Report,  (paragraph  72  at  page  78 
of  the  Second  Report),  that  aggregation  of  children's  Income 
was  required  to  combat  the  problem  that  transfers  of  property 
to  children  enables  spreading  of  Income  and  avoidance  of  tax; 
and 
6.   It  felt  that  there  would  be  enforcement  problems  and  a  dis- 
incentive tendency  because  the  income  of  children  would  be 
taxed  at  the  higher  marginal  rates  of  the  parents  while  the 
income  of  children  is  usually  regarded  as  pocket  money  and 
outside  the  family  budget. 
The  study  group,  however,  did  recommend  that  husbands  and  wives  should  be 
treated  as  a  tax  unit,  their  income  aggregated  and  subjected  to  a  special  rate 
schedule.   In  this  respect  it  endorsed  the  view  of  the  English  Royal  Commission 
which  in  its  Second  Report  (page  77)  upheld  the  principal  of  aggregation.   The 

Study  group  went  on  to  enunciate  what  it  called  its  "cannons  of  recognition"  of 

(32) 
the  married  couple  as  a  tax  unit  which  were  as  follows: 

1.  All  married  couples  of  comparable  taxable  income  should  be 
treated  equally,  regardless  of  the  distribution  of  income 
between  the  husband  and  wife.   The  taxable  income  of  a  married 
couple  where  both  spouses  work  would  be  computed  after  deduct- 
ing certain  expenses,  such  as  child  care  and  housekeeping  expenses, 
not  available  to  a  single  earner  married  couple; 

2.  A  married  couple  unit  should  pay  less  tax  than  a  single  tax- 
payer with  the  same  taxable  Income.   According  to  the  study 
group  this  is  a  self  evident  proposition  given  that  the  married 
couple  unit  is  supporting  two  people  and  not  one  and  therefore 
has  less  ability  to  pay; 

3.  A  married  couple  unit  should  pay  more  tax  than  is  paid  by  two 
single  persons  with  the  same  total  income,  thereby  recognizing 
the  advantage  of  joint  living. 
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The  study  group  rejected  the  system  of  income  splitting  then  in  force  in 
the  United  States  in  favour  of  a  dual  rate  schedule.   In  the  view  of  the  study 
group  income  splitting  was  too  crude  a  system  of  differentiation  between  single 
and  married  couple  units.   On  the  other  hand,  the  study  group  rejected  aggregation 
with  a  single  rate  schedule,  similar  to  the  United  Kingdom,  on  the  basis  that  it 
is  burdensome  on  a  married  couple  unit  without  extensive  and  complicated  deduction 
provisions.   It  also  rejected  the  concept  of  earned  income  relief  such  as  provided 
in  England  (often  argued  to  mitigate  against  the  harsh  effect  of  simple  aggregation) 
on  the  basis  that  spousal  units  with  similar  incomes  would  not  be  treated  similarly 
because  their  income  may  be  from  dissimilar  sources.   In  other  words,  a  couple  with 
property  income  would  pay  greater  tax  than  a  couple  where  the  wife  has  solely 
employment  income. 

Aggregation  followed  by  income  splitting  with  a  single  rate  schedule  was 
rejected  because  the  tax  payable  by  such  a  spousal  unit  would  be  the  same  as  the 
tax  paid  by  two  single  persons  each  with  half  the  income.   The  study  group's  position, 
as  previously  indicated,  was  that  because  of  the  economies  of  living  together  a 
married  couple  should  pay  more  tax  than  paid  by  two  single  persons  with  the  same 
total  income.   Furthermore,  the  study  group  recognized  that  pure  income  splitting 
shifted  the  burden  of  taxation  to  single  people  in  an  unwarranted  fashion  at  the 
same  time  that  it  lightened  the  burden  of  higher  income  taxpayers  much  more  so  than 

with  lower  income  groups. 

(33) 
The  study  group  then  provided  three  alternative  proposals  as  follows: 

"1.    Aggregate  incomes  of  married  couples;  abolish  the  personal 
exemptions.   Increase  the  family  allowances  but  include  them 
in  income,  thus  reducing  their  benefit  progressively.  Apply 
a  different  rate  schedule  for  married  couples  as  opposed  to 
single  taxpayers,  giving  higher  percentage  differentiation  to 
lower  income  brackets  on  the  lines  of  the  table  on  page  147. 
Allow  a  percentage  deduction  to  working  wives. 

It  has  been  stated  there  is  little  or  no  justification  for 
personal  exemptions  other  than  to  accentuate  the  progressivity 
of  the  rate  structure  in  the  lower  income  brackets.   The  size 
of  the  exemption  seems  to  depend  on  the  amount  of  revenue 
desired.   If  this  is  the  case,  it  is  suggested  that  personal 


-  33  - 

exemptions  be  dispensed  with  completely.   The  extreme  progress- 
ivity  desirable  at  the  bottom  of  the  scale  can  be  incorporated 
into  the  rate  structure  through  rates  ranging  from  zero. 
Separate  rates  are  needed  for  married  persons  as  opposed  to 
single  persons.   The  family  allowance,  being  in  its  nature  a 
form  of  tax  credit,  could  be  extended  to  reflect  the  need  for 
tax  reduction  when  there  are  children. 

2.  Aggregate  incomes  of  married  couples.   Apply  the  present 
exemptions  to  each  taxable  income.   Allow  a  percentage 
deduction  to  working  wives.   Apply  the  rate  structure. 

3.  Aggregate  incomes  of  married  couples.  Abolish  the  personal 
exemptions  but  allow  a  percentage  deduction  to  working  wives. 
Apply  a  tax  credit  system." 

In  having  made  its  recommendations  the  study  group  summed  up  its  position  in 
(34) 


the  following  manner 


"We  have  thus  reached  the  conclusion  that ,  since  in  any  equit- 
able progressive  tax  system  variations  in  relative  needs  of 
different  taxpaying  units  must  be  taken  into  account,  it  is  not 
possible  to  treat  single  taxpayers  and  married  couples  similarly. 
Married  people  mingle  their  economic  interests  and  affairs,  and 
it  is  neither  possible  logically,  or  desirable  equitably,  to 
attempt  to  consider  each  spouse  as  an  independent  unit  for  tax 
purposes.   With  the  vast  majority  of  families  the  husband/wife 
relationship  is  akin  to  a  partnership,  sharing  their  pooled 
resources.   The  partnership  concept  is  similar  to  what  is 
generally  thought  of  as  the  marriage  relationship.   Economists 
will  agree  with  this  lay  point  of  view  as  the  spending  pattern 
of  a  married  couple  usually  shows  expenditures  for  their  joint 
benefit  rather  than  for  the  exclusive  benefit  of  the  spouse 
with  legal  control  over  income." 

The  Carter  Commission 

The  Carter  Commission  Report,  published  in  1966,  contained  extensive  proposals 

(35) 
for  adoption  of  alternative  taxpaying  units  in  Canada 

The  Commission  based  its  entire  personal  tax  program  on  its  concept  of 

"ability  to  pay"  which  it  defined  in  terms  of  the  "discretionary  economic  power 

of  tax  units".   In  turn,  "economic  power"  is  defined  as  "the  ability  to  consume 

(  36^ 
goods  and  services  for  personal  use."      "Discretionary  economic  power"  is  then 

defined  to  be  "the  total  income  of  the  unit  multiplied  by  the  fraction  of  that 

income  available  for  the  discretionary  use  of  the  unit."  Discretionary  income,  in 

the  Commission's  view,  is  that  amount  of  income  above  maintenance  of  the  appropriate 
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standard  of  living  of  the  family  or  unattached  Individuals  relative  to  others, 
not  subslstance  Income.   Thus,  "the  ability  to  pay  of  unit  A  should  be  assumed 

to  bear  the  same  relationship  to  the  ability  to  pay  of  unit  B,  that  the  dlscret- 

(37) 
lonary  Income  of  A  bears  to  the  discretionary  Income  of  B".      However,  the 

Commission  acknowledged  that  both  the  definition  of  discretionary  Income  and  the 

fraction  available  for  discretionary  use  are  not  objective  phenomenon  but  rather 

(38) 
must  be  determined  on  the  bases  of  subjective  judgment.      In  measuring  economic 

power,  however,  the  Commission  suggested  that  the  tax  base  should  be  as  comprehensive 

as  possible  Including  gifts  and  Inheritances.   It  rejected  the  Inclusion  of  Imputed 

(39) 
Income     on  the  grounds  primarily  of  administrative  difficulty  and  problems  of 

valuation. 

The  Commission  believed  that  in  order  for  these  concepts  to  be  Implemented, 

measurement  of  family  unit  and  individual  income  was  preferable  to  the  continued 

assessment  of  the  tax  liability  only  on  the  basis  of  the  individual.   Its  conclusion 

in  this  regard  was  founded  on  two  major  pillars.      First,  it  accepted  as  a  fact 

that  the  family  is  the  basic  economic  unit  in  society  in  which  at  least  prior  to 

the  addition  of  children  the  spouses  are  generally  jointly  Involved  in  earning 

Income  and  major  financial  decision-making.   Secondly,  it  determined  further,  that 

with  the  addition  of  children,  economic  decisions  are  made  by  the  whole  family  as 

a  unit  and  that  in  some  circumstances  the  Income  of  the  children  is  pooled.   Even 

where  this  is  not  directly  the  case,  the  existence  of  the  children's  income,  in 

the  Commission's  view,  has  some  bearing  on  main  family  expenditure  decisions  and 

(41) 
furthermore  it  relieves  parents  wholly  or  partially  of  the  obligation  of  support. 

On  the  economic  unity  of  spouses  the  Commission  is  unbending.  However,  in 

reference  to  the  unity  of  children  the  Commission  initially  couches  its  remarks 

carefully  and  acknowledges  that  the  connection  of  children  and  the  family  in  economic 

terms  is  often  "indirect"  and  only  for  "some"  units.      Nevertheless  it  goes 

on  as  follows: 

"We  are  not  concerned  in  this  Report  with  sociological  issues. 
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but  with  taxation,  and  our  firm  conclusion  is  that  family, 
as  we  find  it  in  our  modern  society,  continues  to  be  the 
basic  economic  and  financial  entity."  (^^3) 

It  then  states  in  more  absolute  terms  its  conclusions  on  family  income  as 

follows: 

"In  most  families  income  of  dependant  children  is  taken  into 
account  in  family  decision-making.   In  low  income  families  the 
children  are  often  expected  to  make  a  contribution  to  the  general 
support  of  the  family;  in  well-to-do  families  the  child  with 
income  is  often  expected  to  buy  such  things  as  clothing  and 
entertainment.   These  expenditures  would  otherwise  have  to  be 
made,  at  least  in  part,  by  the  parents.   In  either  case  the 
income  of  the  child  increases  the  economic  power  of  the  family 
and  should  be  taxed  at  the  marginal  rate  of  the  f  araily.  "C^*^) 

The  Commission  suggested  two  other  reasons  for  including  children  in  the 

taxpaying  unit.   First,  it  felt  that  this  was  necessary  to  nullify  artificial  tax 

(45) 
avoidance  schemes.      Secondly,  and  perhaps  of  greatest  force,  it  felt  that  since 

it  was  recommending  the  inclusion  of  gifts  and  inheritances  in  the  tax  base  the 

non-unitization  of  children  would  lead  to  horrendous  valuation  and  definitional 

problems  in  the  taxation  of  ordinary  and  extra-ordinary  gifts  made  by  parents  to 

their  children.      These  problems  were  overcome  merely  by  including  the  children 

in  the  unit  and  allowing  tax  free  transfers  of  property  between  unit  members  with 

appropriate  proposals  for  taxation  of  property  taken  on  withdrawal  from  the  unit. 

In  dealing  with  the  unitization  of  children  the  Commission  did  formally 

acknowledge  some  philosophic  and  practical  problems: 

"On  the  negative  side  it  has  been  argued  that  to  include  in 
family  income  the  part-time  earnings  of  the  school  boy  and 
to  tax  them  at  full  marginal  family  rates  could  be  too  harsh. 
It  could  also  be  unenforceable  because  these  earnings  would 
not  be  reported  by  many  families,  and  would  discourage  the 
labour  effort  of  minors. "(^7) 

It  also  noted  the  potential  problem  of  the  double  taxation  of  gifts  made  to 
children  while  they  were  part  of  the  unit  which  would  again  be  taxed  on  withdrawal 
of  a  child  from  the  units  but  felt  that  administrative  procedures  could  be  devised 
to  relieve  that  problem. 

The  Commission  therefore  proposed  an  extensive  set-up  of  provisions  for  the 
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unitization  of  family  income  and  the  treatment  thereof.   Because  of  the  regard 

which  one  must  have  for  the  work  of  the  Commission  and  because  it  is  perhaps  the 

most  significant  contribution  to  date  made  in  this  area,  the  following  paragraphs 

reproduce  that  portion  of  the  report  which  in  detail  summarized  the  conclusions  and 

recommendations  of  the  Commission: 

"1.  The  present  tax  system  treats  the  individual  rather  than  the 
family  as  the  basic  unit  for  tax  purposes.   In  our  view  this 
leads  to  inequities  because  we  believe  it  is  the  ability  to 
pay  of  the  family,  rather  than  of  the  individual  members  of 
the  family,  that  should  be  taken  into  account  in  determining 
tax  liabilities. 

2.  In  our  opinion  a  married  couple  should  pay  less  tax  than  a 
single  individual  with  the  same  aggregate  income.  However, 
we  believe  that  at  most  income  levels  a  married  couple  should 
pay  higher  taxes  than  two  single  individuals,  each  of  whom 
has  half  the  income  of  the  couple,  because  of  the  economies 
that  can  be  realized  when  two  people  live  together.  This 
result  is  not  achieved  with  the  present  system. 

3.  The  tax  liabilities  of  married  couples  should  be  independent 
of  the  proportion  of  total  income  received  by  husband  or  wife. 
This  result  is  not  achieved  under  the  present  system,  for  the 
couple  comprised  of  a  husband  and  wife  who  have  identical  incomes 
pays  a  lower  tax  than  a  couple  with  the  same  income  received 

by  one  of  the  spouses. 

4.  These  problems  could  be  eliminated  by  the  aggregation  of  the 
income  of  husband  and  wife.   By  taxing  the  total  income  of  the 
couple  under  a  rate  schedule  that  bears  an  appropriate  relation- 
ship to  the  rate  schedule  applicable  to  individuals,  a  more 
equitable  allocation  of  taxes  between  single  individuals  and 
couples  could  be  achieved. 

5.  The  aggregation  of  the  income  of  husband  and  wife  would  have 
the  important  result  that  transactions  between  the  two  would 
have  no  tax  consequences.   In  particular,  inter  vivos  and 
testamentary  transfers  of  property  between  spouses  would  not 
be  subject  to  tax  notwithstanding  the  general  rule  that  gifts 
are  included  in  the  income  of  the  donee  tax  unit. 

6.  Adopting  the  family  as  one  of  the  basic  units  for  tax  purposes 
would  have  the  advantage  that  the  problems  created  by  income 
splitting  between  husband  and  x^ife  under  the  present  approach 
would  be  largely  eliminated.   The  restrictive  sections  of  the 
Act  that  are  now  necessary  to  prevent  income  splitting  have  been 
sharply  criticized  as  discriminatory  and  inconsistent.  These 
restrictions  could  be  abolished. 
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7.  There  are  both  advantages  and  disadvantages  to  the  aggregation 
of  the  income  of  dependent  children  with  family  income.   Except 
under  unusual  circumstances,  compulsory  aggregation  of  the 
income  of  dependent  children  with  that  of  their  parents  would 

be  preferable  from  an  equity  point  of  view,  and  the  administrative 
problems  would  probably  be  less  with  aggregation.   We  therefore 
recommend  compulsory  aggregation  of  the  income  of  dependent 
children  with  family  income,  with  modifications  that  would  provide 
the  flexibility  necessary  to  accommodate  the  diverse  relationships 
that  prevail  between  parents  and  their  children  and  the  unique 
character  of  the  income  sometimes  received  by  dependent  children. 

THE  COMPOSITION  OF  THE  FAMILY  UNIT 

8.  A  husband  and  wife,  if  they  are  Canadian  residents,  should  be 
treated  as  a  tax  unit  (the  "family  unit")  for  tax  purposes. 
The  family  unit  would  commence  at  the  beginning  of  the  taxation 
year  in  which  the  marriage  occurred. 

9.  Where  there  were  resident  dependent  children,  they  should  also 
form,  part  of  the  family  unit  for  tax  purposes.   With  two 
exceptions,  dependent  children  should  be  defined  as  unmarried 
children  21  years  of  age  or  less,  or  over  21  and  infirm.   Actual 
support  should  not  be  a  test  of  dependency.   Other  close  relatives 
dependent  upon  the  family  unit  for  support  should  not  be  included 
in  the  family  unit  for  tax  purposes.   However,  a  tax  credit  should 
be  available  that  would  be  related  to  expenditures  made  to  support 
such  dependants. 

10.  A  family  unit  should  also  be  formed  at  the  commencement  of  the 
year  in  which  any  of  the  following  events  occurred:   an  unmarried 
woman  hasa  child;  an  unmarried  individual  adopts  one  or  more 
children;  or  a  divorced  or  separated  spouse  retains  custody  of 
one  or  more  dependent  children.   The  unit  would  consist  of  the 
parent  and  the  dependent  child  or  children. 

OPTIONS  FOR  DEPENDENT  CHILDREN 

11.  Two  options  should  be  available  with  respect  to  dependent  status: 

(a)  An  unmarried  resident  child  21  years  of  age  or  less,  but 
over  school-leaving  age,  who  lived  away  from  home  and  was 
employed  or  operated  a  business  on  a  full-time  basis,  should 
be  permitted  to  file  as  an  individual,  at  the  option  of 

the  child  or  of  the  child's  parents. 

(b)  An  unmarried  resident  child  over  21  years  of  age  but  not 
over  25  who  attended  a  recognized  institution  of  post- 
secondary  education  on  a  full-time  basis  should  be  per- 
mitted, if  acceptable  to  both  the  child  and  his  or  her 
parents,  to  remain  a  member  of  the  family  unit. 
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FAMILY  RATE  SCHEDULE 

12.  Normally,  the  income  of  the  family  unit  would  be  aggregated 
on  a  joint  return  and  this  aggregate  taxed  on  a  "family  unit 
rate  schedule".   Under  that  schedule  family  units  would  pay 
less  tax  than  an  individual  with  the  same  income. 

13.  Either  spouse  should  be  permitted  to  elect  that  they  would 
not  aggregate  their  incomes.   In  that  event  they  would  file 
separate  returns  and  be  taxed  separately  on  the  family  unit 
rate  schedule  in  a  way  that  would  usually  involve  somewhat 
higher  taxes  (in  total)  than  if  they  had  aggregated.  A 
dependent  child's  income  (in  excess  of  the  exemption  referred 
to  below)  if  any,  would  be  aggregated  with  that  of  either 
parent. 

LIABILITY  FOR  TAX  PAYABLE  BY  FAMILY  UNIT 

14.  The  spouses  should  be  jointly  and  severally  liable  for  the 
tax  payable  by  the  family  unit  unless  they  file  separate 
returns.   If  there  is  only  one  parent,  he  or  she  would  be 
liable  for  the  tax.  A  dependent  child  with  income  should 
be  liable  for  the  tax  allocable  to  that  income. 

EXEMPT  INCOME  FOR  DEPENDENT  CHILDREN 

15.  Employment  or  business  income  up  to  $500  earned  at  arm's 
length  by  a  child  in  a  family  unit  should  be  exempt  from 
tax  and  would  therefore  not  be  subject  to  aggregation. 
Only  the  dependent  child's  income  in  excess  of  that  sum 
should  be  aggregated  with  the  income  of  the  family  unit. 

INDIVIDUAL  RATE  SCHEDULE 

16.  A  person  who  was  not  a  member  of  a  family  unit  should  be 
treated  as  an  "individual  unit"  and  should  be  taxed  on  the 
"individual  unit  rate  schedule". 

TRANSFERS  OF  PROPERTY  WITHIN  FAMILY  UNIT 

17.  With  one  exception,  transfers  of  property,  either  inter  vivos 

or  on  death,  between  members  of  a  family  unit  should  not  involve 
a  deemed  disposition  or  the  receipt  of  income.   For  example,  a 
husband  would  be  able  to  make  inter  vivos  and  testamentary  gifts 
to  his  wife  or  dependent  child  free  of  any  tax. 

18.  To  prevent  abuse  through  marriages  undertaken  solely  for  the 
purpose  of  reducing  taxes  on  transfers  of  property,  it  should 

be  provided  that  tax-free  transfers  would  not  be  permitted  until 
the  marriage  had  lasted  for  five  years  or  until  there  was  a 
natural-born  child  of  the  marriage,  whichever  was  earlier.   One 
exception  to  this  would  be  that  tax-free  transfers  would  be 
allowed  during  this  period  up  to  one  half  of  the  income  after 
tax  reported  by  the  family  unit. 
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TRANSFERS  OF  PROPERTY  BETWEEN  UNITS 

19.  Gifts  of  assets  from  outside  the  family  unit  to  a  member  of 
the  family  unit  should  be  treated  as  income  of  the  family 
unit,  with  the  exception  noted  below. 

20.  The  following  special  rules  should  apply  to  dependent  children: 

(a)  A  dependent  child  who  received  gifts  or  bequests  from 
outside  the  family  unit  should  be  permitted  to  deposit 
such  gifts  or  bequests,  or  the  monetary  value  thereof, 
in  an  interest-bearing  Income  Adjustment  Account.   Such 
deposits  would  be  deducted  from  family  income  for  tax 
purposes.   Withdrawals  from  these  deposits  would  be 
taxable  to  the  unit  of  which  the  donee  is  a  member  at 
the  time  of  the  withdrawal.   Withdrawal  would  be  compul- 
sory when  the  child  established  a  new  tax  unit. 

(b)  .  A  dependent  child  with  income  earned  at  arm's  length  from 

employment  or  business  in  excess  of  the  $500  annual 
allowance  should  be  permitted  to  deposit  the  excess 
in  an  Income  Adjustment  Account  on  the  same  basis  as 
gifts  from  outside  the  family  unit. 

(c)  On  marriage,  on  ceasing  to  be  a  resident,  and  on  ceasing 
to  qualify  as  a  dependent  child  under  the  definitions 
given  in  9  above : 

i)  there  should  be  a  deemed  realization  of  gains 
or  losses  to  the  original  family  unit,  on  the 
property  the  child  takes  to  the  new  unit; 

ii)    the  child  should  bring  this  property  into  the 
income  of  his  or  her  new  tax  unit  in  its  first 
taxation  year  at  the  fair  market  value,  subject 
to  a  lifetime  exemption  of  $5,000  and  the 
applicable  annual  exemption  for  gifts;  if  tlie 
child  has  ceased  to  be  resident  the  property 
would  be  subject  to  withholding  tax  as  a  gift. 

(d)  On  the  adoption  of  a  dependent  child  who  is  an  orphan  by 
another  family  unit  there  should  be  no  deemed  realization 
and  the  property  of  the  child  should  not  be  included  in 
the  income  of  the  new  unit. 

TERMINATION  OF  THE  INDIVIDUAL  TAX  UNIT 

21.  The  individual  tax  unit  should  terminate  on  death,  on  marriage 
or  on  giving  up  Canadian  residence.   Except  on  marriage  there 
would  be  a  deemed  realization  of  property  gains  to  the  terminat- 
ing unit  and  the  property  passing  to  other  resident  units  would 
be  brought  into  the  income  of  the  recipient  unit.   On  marriage 
there  would  be  no  deemed  realization  and  the  property  taken 
from  the  individual  tax  unit  to  the  new  family  unit  created  by 
the  marriage  would  not  be  brought  into  the  income  of  the  new  unit. 
All  deemed  realizations  of  property  would  be  at  the  fair  market 
value. 
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TERMINATION  OF  THE  FAMILY  TAX  UNIT 

22.  The  family  tax  unit  should  terminate  if  both  spouses  ceased 
to  be  resident  and  there  were  no  resident  dependent  children. 
There  would  be  a  deemed  realization  of  property  gains  to  the 
terminating  unit.   Property  passing  from  the  terminating  unit 

to  resident  tax  units  would  be  brought  into  income  by  the  latter. 
If  a  person  becoming  non-resident  elects  to  continue  to  be 
taxed  as  a  resident,  he  should  be  regarded  as  a  resident  for 
all  purposes. 

23.  If  one  spouse  became  non-resident  there  should  be  a  deemed 
realization  of  gains  on  the  property  of  that  spouse.   However, 
the  family  tax  unit  would  not  terminate  if  one  spouse  remained 
resident  or  if  there  were  resident  dependent  children. 

24.  The  family  tax  unit  should  terminate  if  the  spouses  were  divorced 
or  legally  separated.   However,  there  would  be  no  deemed  real- 
ization of  property  gains  to  the  family  unit,  and  the  property 
taken  by  any  of  the  members  of  the  family  from  the  terminated 
unit  would  not  be  brought  into  the  income  of  the  new  tax  units 
they  formed. 

25.  The  family  unit  should  terminate: 

(a)  On  the  death  of  the  surviving  spouse  if  there  were  no 
resident  dependent  children. 

(b)  On  the  remarriage  of  the  surviving  spouse. 

(c)  On  the  surviving  spouse  ceasing  to  be  resident  if 
there  were  no  resident  dependent  children. 

(d)  On  the  loss  of  dependent  status  by  all  members  of  the 
family  unit  of  parents  who  have  died  or  have  ceased 
to  be  resident  leaving  dependent  children  resident 

in  Canada. 

In  the  circumstances  referred  to  in  paragraphs  (a) ,  (c)  and  (d)  there 
would  be  a  deemed  realization  of  all  property  gains  to  the  family 
unit.   In  cases  (a)  and  (d)  all  property  transferred  from  the  ter- 
minated unit,  after  providing  for  its  tax  liability,  would  be 
brought  into  the  income  of  recipient  tax  units.   In  the  case  of 
remarriage  of  a  surviving  spouse  there  would  be  no  deemed  real- 
ization and  the  property  of  the  surviving  spouse  would  not  be 
included  in  the  income  of  the  new  unit.   In  the  event  of  the 
marriage  of  a  surviving  spouse  or  of  an  unmarried  person  who 
has  a  dependent  child  or  dependent  children,  all  members  of  the 
tax  unit  would  presumably  become  members  of  the  new  tax  unit 
and  there  would  be  no  deemed  realization  to  the  former  unit  or 
income  to  the  new  unit." 

As  indicated,  the  Commission  recommended  separate  rate  schedules  for  individuals 

and  family  units.   The  effect  of  the  suggested  rates  would  have  been  to  allow  the 

benefit  of  full  income  splitting  up  to  $15,000  of  unit  income,  higher  marginal 
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rates on  unit  Income  up  to  $40,000  and  identical  individual  and  unit  rates  there- 
after.  Appendix  "D"  contains  the  rate  schedules  reconimended  by  the  Commission. 

In  addition,  the  Commission  recommended  that  a  taxpayer  be  given  tax  credits 
(deducted  from  tax)  of  $100  for  the  first  child  (or  the  second  child  if  there  was 
only  one  parent  in  the  family  unit);  $60  for  each  additional  child;  $80  for  a 

working  mother  with  school  aged  children;  and  $200  for  a  working  mother  with  pre- 

(49) 
school  children.      The  use  of  tax  credits  was  adopted  in  preference  to  tax 

deductions  becasue  of  the  Commission's  view  that  tax  deductions  give  inherently 

greater  benefits  to  those  units  with  larger  income  than  to  those  with  lesser  income. 

A  tax  credit  on  the  other  hand  affects  all  taxpayers  in  the  same  amount. 

In  the  Commission's  view  if  a  family  unit  consisted  of  only  one  parent  and 
one  or  more  dependent  children  the  married  rate  schedule  would  apply  but  no  credit 
would  be  allowed  for  the  first  child  on  the  assumption  that  the  child  simply 
replaced  the  other  spouse  in  a  two  parent  family  and  that  regard  had  already  been 
taken  for  that  situation  in  the  rate  schedule  itself.   Thus,  in  one  parent  families 
the  first  child  was  disregarded  for  further  credit.   Overall  the  Commission  attempted 
to  pay  heed  to  the  proposition  that  the  primary  purpose  of  additional  allowances 
for  dependents  was  to  reduce  the  tax  burden  on  lower  income  families  whose  ability 
to  pay  is  most  heavily  affected  by  additional  non-discretionary  expenses  resulting 
from  additional  work  expenses  and  educational  support. 

As  has  been  previously  noted  herein  neither  the  l^fliite  Paper  of  1969  or  the 
tax  reforms  of  1971  made  any  significant  attempt  to  adopt  the  Commission's 
proposals. 

The  Hartle  Study 

In  February  of  1969,  Douglas  G.  Hartle     submitted  a  commissioned  study 

on  the  taxation  of  the  incomes  of  married  women  to  the  Royal  Commission  on  the 

(52) 
Status  of  Women  in  Canada.      The  study  was  prepared  in  response  to  some  39 

briefs  on  the  subject  which  were  submitted  to  the  Commission  and  was  intended  to 
respond  to  the  Commission's  request  to  study  the  issues  involved  in  the  taxation 
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of  the  income  of  married  women  and  to  devise  a  system  with  a  view  to  removing  the 
disincentive  for  wives  to  enter  the  labour  force  while  respecting  a  woman's  freedom 
of  choice. 

The  study  canvassed  the  objectives  of  a  taxation  system,  its  effects  on 
output  in  the  market-place,  and  the  basic  assumptions  and  principals  of  a  tax 
system.   It  also  contained  a  cursory  evaluation  of  the  then  current  Canadian  tax 
system  as  well  as  the  system  which  had  been  proposed  by  the  Carter  Commission. 

Hartle  concluded  that  the  main  reason  for  seeking  the  removal  of  tax  pro- 
visions unfavourable  to  married  women  or  women  with  dependents  was  not  to  achieve 
more  national  output  but  essentially  to  achieve  equity  in  the  tax  system.   In 
coming  to  that  conclusion  he  cited  three  main  factors: 

"(a)  It  is  uncertain  that  tax  barriers  have  had  a  significant 
deterrent  effect  on  the  labour  force  participation  rates 
of  married  women; 

(b)  A  more  efficient  allocation  of  housekeeping  and  child  rear- 
ing tasks  between  husbands  and  wives  is  prevented  by  social 
convention; 

(c)  A  dramatic  Increase  in  the  net  output  of  the  nation  through 
increased  labour  force  participation  by  women  would  probably 
require  the  wide  spread  introduction  of  institutions  that 
specialized  in  raising  children,  at  least  during  working 
hours.   It  is  difficult  to  assess  the  advantages  and  dis- 
advantages of  such  a  change  because  little  is  known  about 
the  ultimate  effects  on  the  children. "C53) 

Hartle  then  acknowledges  that  his  analysis  is  based  on  assumptions  identical 
with  those  of  the  Carter  Commission,  specifically  with  regard  to  equity,  dis- 
cretionary Income,  non-discretionary  expenses  and  the  definition  of  income. 
However,  his  recommendations  for  the  treatment  of  family  Income  are  somewhat  less 
comprehensive  than  were  those  of  the  Carter  Commission  in  that  Hartle  omits 
reference  to  aggregation  of  the  Income  of  children  with  those  of  the  parents. 
From  the  tone  of  Hartle 's  work  one  would  have  expected  him  to  have  Included  a 

provision  aggregating  the  Income  of  children  with  that  of  the  parents  and  Indeed 

(54) 
the  Royal  Commission  on  the  Status  of  Women  in  Canada  assiomed  that  he  did. 

However,  the  study  Itself  contains  no  such  recommendation  in  formal  terms. 
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Essentially  Hartle  recommends  three  tax  units  i.e.  unattached  individuals, 

married  individuals  filing  separately  and  married  individuals  filing  jointly  with 

their  spouses.   He  would  provide  separate  rate  schedules  for  each  of  the  units 

which  would  differ  in  the  following  respects: 

"(a)   To  reflect  the  economies  of  living  together  the  schedule  of 

rates  applicable  to  married  individuals  filing  separately  would 
be  higher  than  the  rates  applicable  to  unattached  individuals. 
This  "tax  on  marriage"  would  increase  with  income  in  order 
to  take  into  account  the  greater  economies  of  living  together 
for  those  who  enjoy  a  relatively  high  standard  of  living. 

(b)   The  schedule  of  rates  applicable  to  married  individuals  filing 
jointly  would  be  derived  mechanically  from  the  rate  schedules 
applicable  to  married  individuals  filing  separately.   Under 
the  joint  filing  schedule,  two  married  individuals  with 
identical  incomes  would  pay,  in  aggregate,  the  same  tax  as 
they  would  pay  if  they  filed  separately.   However,  where  the 
Incomes  of  the  spouses  were  not  identical,  they  would  pay 
more  tax,  in  aggregate,  if  they  filed  separately  for  they 
would  not  benefit  from  the  automatic  averaging  provided  by 
joint  filing." 

The  results  of  the  separate  rate  schedules  would  be  that  except  for  spouses 
who  had  identical  income,  individual  rather  than  joint  filing  would  impose  an 
additional  tax  on  the  income  of  the  spouse  with  the  greatest  income,  just  as  would 
the  system  proposed  by  the  Carter  Commission.   In  effect,  spouses  who  chose  not 
to  file  jointly  would  be  penalized  monetarily  for  that  choice. 

Furthermore,  parents  or  guardians  of  wholly  dependent  children  would  be 
entitled  to  a  tax  credit  applicable  against  the  tax  liability  of  the  unit.   The 
credit  would  be  designed  to  offset  the  tax  on  the  non-discretionary  expenses  of 
the  tax  unit  resulting  from  the  care  of  the  child.   The  tax  credit  would  apply 
whether  or  not  one  or  more  of  the  spouses  earned  income  since  in  Hartle 's  view 
the  non-discretionary  expenses  of  parents  are  independent  of  their  labour  force 
status.   Furthermore,  expenses  necessarily  incurred  working  outside  the  home  would 
be  allowed  as  deductions  from  income  either  'by  itemizing  same  or  by  providing  a 
percentage  deduction  from  employment  income, subject  to  a  ceiling. 

For  the  most  part  Hartle 's  proposals  were  similar  to  those  of  the  Carter 
Commission,  although  not  quite  as  extensive.   However,  with  the  treatment  of  imputed 
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income  Hartle's  proposals  were  radically  different  than  were  those  of  the 
Commission  and  indeed  were  diametrically  opposed  in  concept.      Hartle  was  of 
the  view  that  the  omission  from  the  tax  base  of  imputed  income  derived  from  house- 
hold services  caused  a  distortion  of  the  tax  system  as  between  spousal  units  having 
one  earner  and  spousal  units  having  two  earners.   The  non-taxation  of  imputed 
income  from  household  services  operates  to  the  advantage  of  spousal  units  having 
such  services  and  to  the  disadvantage  of  spousal  units  not  having  such  services 
or  having  reduced  amounts  of  such  services.   Furthermore,  Hartle  suggested  that 
the  non-taxation  of  the  imputed  income  of  housewives  presented  something  of  a  tax 
barrier  to  working  outside  the  home  and  generally  raised  the  marginal  rates  of 
tax  on  employment  income.   He  said: 

"The  problem  of  aggregation  from  the  point  of  view  of  most  women 
who  want  to  work  outside  the  home  is  not  primarily  that  their 
earnings  from  such  work  would  be  added  to  the  incomes  of  their 
husbands  and  taxed  at  a  higher  rate,  but  rather  that  the  imputed 
earnings  from  work  in  the  house  are  undertaxed  so  that  there  is 
a  great  tax  bias  in  favour  of  working  in  the  home." (56) 

Implicitly  Hartle  acknowledged  that  married  women  usually  make  a  major  con- 
tribution to  both  the  family  unit  and  the  community  through  the  provision  of  house- 
keeping and  child  care  services.  Although  such  services  are  not  reflected  in  the 
Gross  National  Product,  because  of  difficulties  of  adequate  measurement,  they 
represent  an  income  in  kind  just  as  valuable  to  the  family  as  cash  income.   Acknow- 
ledging the  difficulties  of  valuation  and  acknowledging  that  it  is  patently 
Impossible  to  value  such  services  accurately  and  adequately  in  all  circumstances, 
Hartle  suggested  an  arbritrary  solution  as  a  trade-off.   In  Hartle's  proposal  each 
physically  and  mentally  able  individual  of  working  age  would  be  assumed  to  have  an 
imputed  income  derived  from  the  provision  to  the  unit  of  his  or  her  own  services 
and  the  tax  base  of  the  unit  would  be  increased  accordingly.  Hartle  suggested  as 
an  example  that  $2,000  be  attributable  to  such  self  rendered  services  (although  the 
amount  could  be  set  anywhere  between  $1,000  and  $5,000).   Conversely,  there  would 
be  excluded  from  the  tax  base  of  the  unit  the  actual  employment  income  of  each 
individual  up  to  the  value  of  the  imputed  income  arbritrarily  included  (e.g.  $2,000 
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or  between  $1,000  to  $5,000  if  set  at  a  level  between  those  amounts)  on  the  ground 
that  this  part  of  employment  Income  is  a  substitute  for  imputed  income  and  represents 
no  addition  to  the  tax  base.      A  tax  credit  would  then  be  provided  to  completely 
relieve  from  further  taxation  as  a  result  of  the  imputation  of  income  those  individ- 
uals who  were  too  young  or  too  old  or  physically  or  mentally  unable  to  work.   The 
credit  would  just  offset  the  tax  on  the  imputed  income  of  such  individuals. 

Hartle  suggested  four  Important  consequences  would  result  from  his  suggestion 
for  the  Imputation  of  income  of  $2,000  to  each  working  age  individual: 

"1.   By  assuming  that  each  individual  of  working  age  has  an  income 
of  at  least  $2,000  the  tax  base  is  broadened.   This  permits 
lower  rates  of  tax  on  discretionary  income. 

2.  There  is  no  change  in  tax  liability  if  the  individual's 
employment  income  varies  between  zero  and  $2,000.  That 
is  to  say,  between  these  limits  the  marginal  rate  of  tax 

on  extra  employment  income  is  zero  and  the  system  is  neutral 
with  respect  to  work  inside  or  outside  the  home. 

3.  Because  every  individual  of  working  age  is  assumed  to  have 
some  income,  aggregation  of  the  incomes  of  spouses  achieves 
more  consistant  results.   The  tax  on  marriage  is  more  stable 
because  the  averaging  of  incomes  of  husbands  and  wives 
achieved  through  aggregation  is  less  important. 

4.  By  assuming  that  all  individuals  of  working  age  have  an 
imputed  income,  the  tax  barrier  to  married  women  working 
outside  the  home  is  largely  eliminated  without  "special" 
treatment  for  women,  whether  married  or  unmarried.   Men  and 
women  are  treated  in  exactly  the  same  way. "(58) 

Taking  his  proposal  as  a  whole  and  referring  to  it  as  the  "ideal"  treatment, 

Hartle  lists  the  results  to  be  attained  as  follows: 

"a)   To  achieve  a  fair  allocation  of  the  burden  between  married 

and  unattached  individuals  a  tax  on  marriage  would  be  imposed 
that  would  mean  that  the  total  tax  liabilities  of  married 
couples  would  be  greater  than  those  of  unattached  individuals 
with  the  same  incomes.   Only  couples  consisting  of  spouses 
with  equal  incomes  would  find  that  the  tax  on  marriage  would 
be  the  same  whether  they  filed  separately  or  jointly.   This 
inconsistency  in  the  impact  of  the  tax  on  marriage  is  an 
inescapable  consequence  of  aggregation.   The  imputation  of 
income  would  reduce  the  variability  in  this  extra  tax. 

b)   It  is  often  claimed  that,  where  the  incomes  of  husbands  and 
wives  differ  substantially,  aggregation  of  the  incomes  of 
husbands  and  wives  deters  women  from  working  outside  the  home. 
If  imputed  income  were  added  to  income,  and  actual  employment 
below  the  level  of  imputed  income  were  exempt,  this  effect 
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(if  it  exists)  would  be  reduced  because: 

i)    there  would  be  no  tax  consequences  if  the  wife's 

employment  income  did  not  exceed  her  imputed  income; 

ii)   marginal  rates  of  tax  on  additional  income  probably 
would  be  somewhat  lower  generally; 

iii)   there  would  be  pressure  to  earn  cash  income  to  meet 
the  tax  liability. 

c)  For  couples  that  opted  to  file  separate  returns  total  taxes  would 
be  raised  following  marriage.   Because  the  incomes  of  wives 
usually  are  lower  than  those  of  their  husbands,  most  wives  would 
face  lower  marginal  rates  on  their  extra  earnings  than  would  their 
husbands.   Indeed,  until  the  wife's  income  exceeded  the  exemption 
limit  she  would  be  subject  to  zero  rates  of  tax  on  her  employment 
income.   The  tax  on  marriage  under  these  circumstances  would 
likely  increase  the  amount  of  work  done  outside  the  home  by  wives. 
To  some  extent  wives  would  find  it  necessary  to  work  outside  the 
home  just  to  pay  their  own  tax  liabilities. 

d)  There  would  be  no  provisions  in  the  law  that  attempted  to  prevent 
husbands  and  wives  from  averaging  their  incomes  through  the  pay- 
ment of  wages  to  each  other. 

e)  Gifts  between  spouses  would  be  tax  free. 

f)  Tax  credits  for  children  would  mean  that  a  woman  filing  separately 
who  chose  to  work  outside  the  home  would  pay  no  tax  on  her  employ- 
ment income  until  it  exceeded  the  sum  of  her  imputed  income  plus 
any  additional  employment  income  the  tax  on  which  would  be  offset 
by  any  unused  tax  credit  with  respect  to  the  child.   To  put  the 
matter  the  other  way,  if  the  credit  for  the  child  exceeded  the 
tax  on  the  imputed  income  of  the  mother,  her  employment  income 
would  exceed  her  imputed  income  before  she  would  be  subject  to 
tax . 

g)  Couples  with  one  or  more  children  filing  jointly  would,  presumably, 
more  fully  utilize  their  tax  credits  whether  or  not  the  mother 
worked  outside  the  home.   In  these  cases  the  mother  would  simply 
find  that  working  outside  the  home  was  feasible  because  the  family's 
tax  liabilities  would  be  low  enough,  by  virtue  of  the  credit,  to 
allow  her  to  buy  the  child  care  she  needed  and  there  would  be  no 
tax  on  her  employment  income  below  the  exclusion. 

h)   There  would  be  no  personal  exemptions  in  the  system. 

i)   Childless  couples  where  the  wife  worked  within  the  home  would  be 
subject  to  substantial  increases  in  their  tax  liabilities.   Two- 
worker  couples  and  unmarried  individuals  who  work  would  bear  less 
of  the  tax  burden.   Couples  with  children  would  be  better  off  if 
the  credit  were  large  relative  to  the  imputed  income  of  the  mother. 

j)   There  can  be  little  doubt  that  the  "ideal"  system  would  increase 
the  number  of  women  working  outside  the  home.   Certainly  it  would 
remove  any  tax  biases  against  women. 
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k)   The  ideal  system  would  be  criticized  because  it  would  put 
pressure  on  women  to  work  outside  the  home  in  order  to 
raise  the  cash  necessary  to  pay  the  tax  on  their  assumed 
imputed  income. 

1)   All  provisions  in  the  system  would  apply  equally  to  men  and 
women.   There  would  be  no  special  provisions  for  "women", 
"wives"  or  "mothers".   Indeed,  these  terms  probably  could 
be  deleted  from  the  Act  altogether. "  (59) 

The  White  Paper  on  Taxation 

Between  the  date  of  the  Hartle  study  and  the  Report  of  the  Royal  Commission 

on  the  Status  of  Women  (dealt  with  in  the  next  portion  of  this  chapter)  the  federal 

government  produced  its  White  Paper  on  Proposals  for  Tax  Reform;      Insofar  as 

that  proposal  dealt  with  the  individual  and  the  family  in  tax  reform     the 

proposals  were  those  of  patchwork  rather  than  radical  change.   In  dealing  with  the 

Carter  Commission's  recommendations  for  a  family  unit  as  an  alternative  unit  of 

tax  liability  the  White  Paper  commented  as  follows: 

"The  Royal  Commission  proposed  that  the  family,  including  dependant 
children  at  home,  should  be  taxed  as  a  unit,  using  a  separate  schedule 
of  rates  from  that  applicable  to  individuals.   The  government  considered 
this  proposal  carefully,  as  there  is  logic  in  the  argument  that  the 
family,  or  at  least  the  husband  and  wife  together,  is  the  basic  spend- 
ing unit.   A  number  of  other  countries  either  permit  or  require  the 
incomes  of  husband  and  wife  to  be  added  together  for  tax  purposes. 
However,  the  Commission's  proposed  family  unit  tax  would  have  imposed 
a  "tax  on  marriage"  -  that  is,  a  husband  and  wife  each  having  an 
income  would  together  pay  more  tax  than  two  people  with  the  same 
incomes  who  were  not  married.   This  we  felt  to  be  unfair  and  undesirable 
at  least  for  small  and  medium  incomes.   Even  then,  however,  a  wife 
who  goes  to  work  would  have  her  income  added  to  her  husband's  income 
and  in  effect  taxed  at  the  rates  that  would  apply  if  his  income  were 
increased  by  the  amount  of  her  income.   We  are  not  prepared  to  under- 
take at  this  time  such  a  change  to  a  new  system  with  a  separate  rate 
schedule.   After  the  basic  reforms  proposed  in  the  present  paper  are 
in  effect  it  would  be  possible  to  reconsider  separately  a  family  unit 
basis,  or  a  more  complicated  system  similar  to  some  of  those  used  in 
other  countries,  as  a  further  instalment  of  reform. "(62) 

Of  the  changes  proposed  in  the  White  Paper  only  one  is  relevant  to  the  current 

study.   The  White  Paper  proposed  allowing  a  deduction  for  child  care  expenses  of 

up  to  $500  per  child  under  the  age  of  14  or  $2,000  per  family,  with  a  maximum  of 

two-thirds  of  the  earned  income  of  the  parent  with  the  lower  earned  income  in  the 

family.   Essentially  that  proposal  was  implemented  and  is  now  Section  63  of  the 
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Income  Tax  Act  (see  Appendix  A) .   The  proposal  and  the  reform  was  well-intentioned 
and  long  overdue. 

The  other  proposals  made  In  the  White  Paper,  while  significant  In  an  analysis 
of  the  system  as  a  whole,  are  not  really  relevant  to  this  study  for  two  reasons. 
First,  many  of  the  proposals  did  not  find  their  way  Into  actual  amendments  to  the 
Income  Tax  Act.   Secondly,  for  the  most  part  the  proposals  dealt  with  changes  In 
quantum  of  deductions  and  rates  which,  while  Important,  do  not  go  to  the  substance 
of  the  question  at  hand.   Furthermore,  the  description  of  the  present  system 
following  here  In  Chapter  4  will  Incorporate  reference  to  those  changes  In  any 
event . 

The  Royal  Commission  on  the  Status  of  Women 

The  last  report  of  substance,  chronologically,  which  Is  relevant  In  the 

context  of  this  study  was  that  of  the  Royal  Commission  on  the  Status  of  Women  In 

f  63") 
Canada.      The  Commissioners  found  themselves  unable  to  accept  the  system  which 

had  been  proposed  by  Hartle,  mainly  because  of  the  proposed  Inclusion  of  Imputed 

Income  In  the  tax  base.   On  that  point  the  Commission  responded  as  follows: 

"Although  the  concept  of  Imputed  Income  Is  theoretically  sound, 
we  feel  that  Its  implementation  would  pose  great  difficulty. 
The  proposed  system  requires  that  "every  physically  and  mentally 
able  individual  of  working  age"  should  be  deemed  to  have  an  Imputed 
income.   Inevitably  there  would  be  a  nimiber  of  cases  for  which  the 
system  would  have  to  provide  an  exemption.   For  example,  those  who 
were  too  young  or  too  old  to  work  would  have  to  produce  proof  of 
their  age,  while  Individuals  who  were  physically  or  mentally  unable 
to  work  would  have  to  produce  a  medical  certificate  to  claim 
exemption.   For  most  taxpayers,  this  would  be  straight-forward. 
But  how  would  the  Department  of  National  Revenue  deal  with  border- 
line cases?  What  about  those  who  are  physically  fit  to  work  but 
are  involuntarily  unemployed?  Imputed  Income  might  be  unfair  to 
some  individuals,  in  addition  to  the  administrative  difficulties 
Involved  in  its  application.   Furthermore  we  found  it  undesirable 
that  a  married  woman  who  stays  at  home  keeping  house  for  her  family 
and  having  no  Income  of  her  own  should  be  liable  for  a  tax  which 
her  husband  would  have  to  pay. "(64) 

The  Commission  therefore  set  forth  its  own  view  of  the  problem  and  its  own 

choice  of  solutions.   The  Commission  set  its  goal  as  a  tax  system  which  balanced 

the  legitimate  aspirations  of  married  women  and  the  Interests  of  the  other 
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taxpayers  at  the  same  time  that  It  gave  married  women  a  free  choice  between  stay- 
ing at  home  or  entering  the  labour  force.      The  Commission  considered  the  then 
current  tax  system  unfair  "not  because  it  over  taxes  indirectly  the  incomes  of 
married  women  who  work  outside  the  home,  but  because  it  under  taxes  the  incomes 
of  those  taxpayers  without  dependant  children  whose  wives  work,  at  home  and  because 
it  overtaxes  families  with  dependant  children."      In  the  Commission's  view  that 
phenomonon  existed  essentially  because  the  income  tax  system  provided  a  deduction 
of  an  extra  $1,000  in  computing  the  income  of  a  married  person  supporting  his 
spouse,  presumably  to  reflect  the  non-discretionary  expenses  incurred  in  maintain- 
ing a  wife  as  a  "dependant".   The  Commission  goes  on  as  follows: 

"This  rationale  for  exemptions  in  our  opinion  involves  a  fallacy. 
In  most  cases  the  wife  who  works  at  home  as  a  housekeeper,  far 
from  being  a  dependant,  performs  essential  services  worth  at 
least  as  much  to  her  husband  as  the  cost  of  the  food,  shelter 
and  clothing  that  he  provides  for  her.   We  agree  with  the  many 
economists  who  consider  these  services  a  form  of  family  income. 
There  is  therefore  no  justification  for  classing  a  wife  as  a 
dependant  in  the  same  way  that  a  child  is  a  dependant.   And  yet^,^v 
the  exemption  for  a  child  amounts  only  to  either  $300  or  $550." 

The  Commission  also  felt  that  the  tax  system  is  strongly  biased  in  favour 

of  couples  without  dependant  children  when  the  wife  stays  at  home  because  of  the 

loss  or  reduction  in  the  married  status  exemption  if  the  wife  earned  more  than 

$250.   According  to  the  Commission  this  constituted  the  real  tax  barrier  against 

(  fiR  ^ 
married  women  who  work  outside  the  home.      Indeed,  the  Commission  was  of  the 

view  that  the  personal  exemptions  were  wrongly  apportioned  and  that  the  exemption 

was  too  high  for  a  dependant  spouse  (usually  the  wife)  and  too  low  for  a  dependant 

child  who  in  the  Commission's  view  unquestionably  required  services  of  a  high 

value  and  so  was  properly  classed  as  a  dependant.   Furthermore,  the  Commission 

was  of  the  view  that  if  a  wife  is  in  fact  dependent  it  is  the  result  of  the 

couple's  personal  choice  but  that  should  not  lead  the  government  to  giving  an 

additional  advantage  through  a  tax  deduction. 

The  Commission  recommended  that  the  extra  exemption  allowed  a  taxpayer  for 

a  dependant  spouse  be  reduced  to  $600  from  $1,000  (the  White  Paper  had  proposed 
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$1,400)  where  the  dependant  spouse  was  under  the  age  of  60  and  that  the  extra 
exemption  allowed  for  a  dependant  spouse  aged  60  or  over  be  the  same  as  the 
individual  personal  exemption.   In  making  that  recommendation  the  Commission 
rejected  the  White  Paper  proposal  on  the  basis  that  it  would  provide  an  even 
greater  incentive  for  the  wife  to  work  in  the  home  than  was  the  case  when  the 
exemption  was  $1,000.   On  the  other  hand,  it  did  not  feel  that  it  could  do  away 
with  the  exemption  Immediately  since  it  had  been  taken  for  granted  as  part  of  the 
tax  system  for  so  long  and  its  removal  would  cause  disruption  particularly  amongst 
those  units  where  the  wife  had  never  worked  and  was  not  expected  to  do  so.   Similarly 
the  Commission  rejected  the  option  of  phasing  out  the  deduction  completely  because 
it  did  not  feel  that  it  was  a  valid  expectation  that  all  women  would  be  able  to 
find  paid  employment  in  future.   Consequently,  the  Commission  decided  to  recommend 
a  reduction  in  the  exemption  to  make  it  less  inequitable  and  to  make  it  possible 
to  be  more  generous  toward  true  dependants,  especially  children. 

With  regard  to  dependant  children  the  Commission  was  of  the  opinion  that  the 
deduction  of  $300  for  each  child  under  16  and  $550  for  each  child  over  16,  were 
inadequate  in  that  they  did  not  reflect  adequately  the  high  costs  of  child  care. 
The  White  Paper  proposal  for  child  care  expenses  was  welcomed,  but  the  Commission 
opposed  it  on  the  grounds  that  it  would  be  more  profitable  to  taxpayers  in  higher 
income  brackets  than  in  lower  income  groups  (the  inherent  problem  of  a  tax  deduction) 
and  because  the  deduction  was  contingent  on  the  mother  being  in  the  labour  force. 
The  Commission  found  tax  credits  preferable  to  tax  deductions  but  found  short- 
comings with  the  tax  credit  system  as  well  since  they  benefited  only  those  persons 
whose  income  was  high  enough  to  be  taxed  and  did  not  provide  relief  for  families 
who  have  no  taxable  income  or  whose  tax  liabilities  were  less  than  required  to 
make  use  of  the  full  credit. 

Therefore,  the  Commission  recommended  a  federal  annual  taxable  cash  allowance 
in  the  order  of  $500  to  be  provided  for  each  child  under  16  and  to  be  paid  in 
monthly  instalments  to  the  mother  of  the  child  as  a  replacement  for  family  allowances 
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and  for  income  tax  deductions  for  dependant  children  under  the  Income  Tax  Act. 
It  further  suggested,  without  detail,  that  no  family  should  be  taxed  on  an  income 
below  the  poverty  level. 

On  the  larger  question  of  the  taxation  unit  the  Commission  recommended  that 
husband  and  wife  form  a  taxation  unit  and  be  permitted  to  aggregate  their  incomes, 
under  a  special  tax  rate  schedule,  in  a  joint  return  signed  by  both  spouses  with 
the  option  to  file  separately  if  they  so  desired.   The  Commission  rejected  the 
inclusion  of  children  in  the  unit  and  accepted  the  penalty  suggested  by  the  Carter 
Commission  in  the  event  that  spouses  chose  to  file  separately  rather  than  jointly. 

With  regard  to  the  cash  allowance  of  $500  for  each  dependant  child  under  16 
the  Commission  proposed  that  the  allowance  be  taxable  and  that  it  would  also 
substitute  for  the  child  care  expense  allowance  then  being  proposed  in  the  White 
Paper. 

On  the  question  of  the  transfer  of  assets  between  spouses  the  Commission  very 
strongly  urged  that  there  should  be  no  tax  on  transfers  between  husband  and  wife 
whether  made  by  gift  inter  vivos  or  on  the  death  of  a  spouse. 

In  the  view  of  the  Commission  there  were  four  main  advantages  to  the  tax 

system  it  recommended,  as  follows: 

"1.   Relating  tax  relief  to  the  child  instead  of  to  the  wife  would 
correct  the  injustice  in  the  present  tax  system; 

2.  The  contribution  made  by  mothers  who  stay  home  to  care  for 
children  would  be  recognized  and  fewer  mothers  would  be 
forced  to  work  outside  for  financial  reasons; 

3.  The  barrier  to  outside  employment,  that  is,  the  loss  of  the 
married  status  exemption  when  a  wife  works,  would  be  lower 
and  the  increase  in  the  tax  of  the  husband  when  a  married 
woman  enters  the  labour  force  would  not  be  as  large  as  it 
is  now; 

4.  The  allowances  for  children  would  help  to  cover  the  cost,   . 
of  child  care  when  both  parents  work  outside  the  home." 

Since  the  publication  of  the  Commission's  Report  the  Income  Tax  Act  has 

undergone  several  significant  amendments.   Virtually  none  of  the  proposals  advocated 

by  the  Commission  have  been  accepted.   Indeed,  as  will  be  seen,  the  allowances  for  a 
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dependant  spouse  were  Increased  rather  than  decreased  by  the  amendments  of  sub- 
sequent years. 
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CHAPTER  3  -  ASSUMPTIONS,  OBJECTIVES  AND 
MODEL  SYSTEM  DEVELOPMENT 

PREFACE 

The  personal  income  tax  is  by  far  the  federal  government's  major  source 
of  budgetary  revenue.   For  the  fiscal  year  ended  March  31,  1974  the  personal  income 
tax  accounted  for  some  AG. 9%  of  all  such  revenue.   By  comparison  the  next  largest 
revenue  producer  was  the  corporate  income  tax  which  accounted  for  17.6%  of  the 
revenue.   Various  other  forms  of  tax  and  non-tax  revenue  trailed  far  behind. 
Its  importance  in  the  fiscal  scheme  is  quite  obviously  immense  and  for  good  reason 
for  it  is  the  form  of  taxation  generally  accepted  as  being  the  most  equitable 
amongst  all  the  methods  of  taxation  available  to  government. 

At  the  root  of  that  acceptance  are  the  notions  that  the  burden  of  taxation 
should  fall  according  to  the  relative  ability  of  each  citizen  to  pay  tax;  that 
income  is,  if  not  the  best,  then  certainly  a  primary  measure  of  ability  to  pay;  and 
that  progressivity  and  income  taxation  historically  are  more  closely  linked  than 
has  been  the  case  with  other  tax  formats  such  as  property  and  sales  taxes. 

Indeed,  it  has  recently  been  suggested  that  the  burden  on  family  units  of 
taxes  of  all  kinds  and  at  all  governmental  levels  is  extremely  regressive  at  the 
low  end  of  the  income  scale  and  not  progressive  over  the  remainder.   Only  the  income 

tax  in  the  entire  federal,  provincial  and  municipal  tax  system  is  progressive  over 

(2) 
most  income  ranges.     In  these  comments  a  progressive  tax  is  one  in  which  the 

effective  rate  of  tax  on  income  increases  as  income  increases.   The  effective 

rate  of  tax  on  income  is  the  fraction  of  total  income  paid  as  taxes.  A  regressive 

tax  will  have  an  effective  rate  of  tax  that  falls  as  income  rises.   A  proportional 

tax  is  one  in  which  the  effective  rate  is  constant  notwithstanding  changes  in  income. 

Two  main  reasons  may  be  cited  for  the  unique  place  of  the  income  tax  in  the 

scheme  of  Canadian  taxation.   First,  the  base  of  measurement  is  income  i.e.  the 

ability  of  a  taxpayer  to  command  resources  on  a  relatively  annual  basis  whether 

that  ability  is  viewed  as  the  flow  derived  from  capital  (the  source  of  income  in 

legislative  terms  being  capital  gains,  business  or  property),  or  the  product  of 
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human  endeavour,  (the  source  being  employment  or  business  income).   In  a  rough 
sense  it  measures  recurring  ability  over  time  as  opposed  to  ability  at  one  fixed 
time  which  may  or  may  not  accurately  reflect  taxpaying  ability  on  a  realistic 
basis.   Secondly,  this  base  is  subjected  to  graduated  rates  of  tax  i.e.  the  rate 
of  tax  increases  as  income  increases  so  that  in  general  terms  those  with  more 
income  pay  not  only  more  tax  than  those  with  less  income  in  actual  dollar  terms  but 
also  pay  an  increasing  proportion  of  their  incomes  as  tax  the  greater  those  incomes 
i.e.  the  graduated  marginal  rates  of  tax  applicable  to  income  contribute  to 
progressivity. 

To  be  sure,  other  forms  of  taxation  can  be  made  more  progressive  by  subject- 
ing their  respective  bases  to  graduated  tax  rates  but  historically  that  concept 
has  been  found  unacceptable.   It  is  likely  therefore  that  the  income  tax  will 
continue  to  be  one  of  the  few  progressive  major  taxes  in  the  Canadian  fabric. 
Indeed,  the  Carter  Commission  proceeded  on  the  assumption  that  the  regressivity  of 
the  various  other  forms  of  taxation  in  Canada,  particularly  at  the  provincial  and 
municipal  levels,  required  balancing  by  a  more  progressive  federal  income  tax. 

Notwithstanding  the  foregoing  comments,  it  is  the  writer's  opinion  (and 
generally  it  was  the  opinion  of  the  Carter  Commission)  that  the  income  tax  itself 
is  less  progressive,  and  therefore  less  equitable,  than  it  could  or  should  be  for 
several  reasons.  While  the  kind  of  investigation  and  scope  implicit  in  the  terms 
of  reference  of  the  Carter  Commission  are  beyond  the  scope  of  this  paper  it  would 
be  beneficial  to  provide  two  or  three  examples  of  omission  in  the  system  which 
renders  it  less  progressive  than  desirable. 

It  is  notorious  that  the  income  tax  system  contains  a  plethora  of  preferential 
special  provisions  and  exemptions  for  various  vested  interest  groups  in  society. 
The  resource  industries  have  various  forms  of  depletion  allowances  available  to 
reduce  income;  corporate  income  bears  a  tax  rate  lower  than  what  would  be  the 
equivalent  tax  rate  for  an  individual  earning  the  income,  a  benefit  not  always 
fully  recovered  by  imposing  a  tax  on  distributions  from  such  corporations;  and 
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capital  cost  allowances  far  in  excess  of  amounts  which  would  be  considered  sound 
and  acceptable  in  accounting  terms  are  taken  annually  as  deductions  and  used  as 
shelters  against  other  income.   For  example,  the  Carter  Commission  reported  that 
as  a  result  of  high  capital  cost  allowance  rates,  Canadian  corporations  in  the 

eight  year  period  ending  in  1962  had  deferred  their  taxable  incomes  by  over  $2 

(3) 
billion  relative  to  their  incomes  as  reported  in  their  financial  statements. 

For  the  most  part  these  benefits  accrue  to  higher  income  taxpayers  rather  than 

lower  income  taxpayers  and  hence  are  regressive.   Similarly,  in  1972,  80%  of  capital 

gains  from  all  sources  (not  taking  into  account  capital  losses)  were  earned  by 

(4) 
taxpayers  in  income  brackets  over  $10,000.     Yet,  of  the  8,081,015  persons  filinp, 

income  tax  returns  in  1972,  77.37%  were  in  income  brackets  of  $10,000  or  less. 

Quite  clearly  then  the  vast  majority  of  capital  gains  are  earned  by  taxpayers 

with  income  in  excess  of  $10,000,  who  on  the  other  hand,  represent  but  a  small 

minority  of  the  number  of  taxpayers  in  Canada.   Yet,  only  one-half  of  the  income 

resulting  from  a  capital  gain  is  subjected  to  tax  in  Canada,  the  other  half  being 

earned  tax  free.     Quite  clearly,  the  progressivity  of  the  system  is  adversely 

affected. 

It  will  be  further  argued  in  the  course  of  this  paper  that  there  are  four 
other  fundamental  sources  of  regressivity  in  the  tax  system.   The  first  (although 
not  in  terms  of  importance)  is  the  non-recognition  of  family  income  as  the  approp- 
riate measure  for  taxation.   The  second  is  the  non-inclusion  of  gifts  and  inheri- 
tances in  the  tax  base.   The  third  is  that  the  system  of  deductions  and  exemptions 
used  as  a  rough  measure  of  ability  to  pay  in  Canada  are  regressive  in  that  they 
provide  benefits  greater  to  those  with  greater  income.   Fourth,  the  exclusion  of 
imputed  income  from  the  tax  base  benefits  the  more  affluent  more  than  the  less 
affluent  and  results  in  a  less  neutral  system  between  those  who  are  employed  outside 
the  home  and  those  working  in  the  home. 

The  purpose  of  these  few  brief  comments,  out  of  context  as  they  obviously 
are,  is  neither  to  attempt  to  deal  with  the  entire  tax  system,  and  the  reform  of 
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it,  or  the  justifications  for  the  various  regressive  measures  but  rather  to 
indicate  that  it  is  not  only  in  the  area  of  family  taxation  that  reform  can  be 
accomplished  or  in  which  there  is  flexibility  for  change.  Therefore,  to  the  extent 
that  the  proposals  to  be  suggested  herein  or  to  be  suggested  by  the  Commission 
have  the  unintended  effect  of  raising  the  tax  revenue  of  the  federal  government 
or  of  increasing  the  tax  burden  on  individuals  or  families  in  ways  or  amounts  that 
are  considered  unacceptable,  then  the  answer  is  not  necessarily  to  dispense  with 
reforms  in  this  area  but  rather  to  seek  reform  of  the  system  in  other  areas  so  as 
to  compensate  in  a  more  acceptable  manner.   Indeed,  the  Carter  Commission  had  the 
luxury  available  to  it  of  attempting  to  balance  all  parts  not  only  of  the  federal 
personal  income  tax  but  indeed  the  tax  system  at  all  governmental  levels,  and  in 
whatever  manner  of  levy,  in  attempting  to  come  to  a  just  and  equitable  fiscal  net. 
That  luxury  is  not  available  in  a  study  as  narrow  as  this  but  the  lessons  of  the 
Carter  Commission  should  yet  be  remembered. 

It  may  be  observed  from  the  discussion  to  this  point  that  one  can  discern 
and  articulate  several  major  component  parts  of  the  federal  personal  income  tax 
system  and  their  inter-relationship.  That  exercise  is  useful  as  a  beginning  point 
of  analysis  so  that  criteria  can  begin  to  be  formulated  for  evaluation  of  the 
system  and  of  reform. 

One  can  describe  the  federal  personal  income  tax  system  in  the  following 
manner .   The  income  tax  payable  by  any  given  taxpayer  in  a  tax  unit  equals  the 
defined  rate  of  tax  applied  to  a  defined  tax  base  for  a  defined  tax  period  of  a 
defined  tax  unit.   In  other  words,  there  are  four  pillars  to  any  tax  system  which 
in  combination  determine  the  ultimate  tax  levy  i.e.  the  tax  base,  the  tax  units, 
the  tax  rates  and  the  tax  period. 

The  "tax  base"  Includes  those  categories  Cxf   Income  defined  in  the  system 
as  being  applicable  for  the  measurement  of  one's  taxable  Income.   It  is  the  net 
result  of  all  those  categories  of  receipts  which  are  to  be  included  in  computing 
one's  income  less  such  parts  of  those  receipts  as  may  be  exempted  from  taxation 
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and  less  those  outlays  (expenses)  required  of  the  taxpayer  in  order  to  have  earned 
such  receipts,  (to  the  extent  that  such  outlays  are  reasonable  and  recognized  by 
the  Income  Tax  Act).   In  a  study  of  family  income  the  tax  base  is  significant  in 
four  ways : 

1.  To  the  extent  that  there  are  presently  omissions  from  the  tax 
base,  e.g.  one-half  of  income  from  capital  gains,  reformulation 
of  the  base  on  a  more  comprehensive  basis  may  provide  additional 
revenue  with  which  to  relieve  any  extra  burden  imposed  by  reform- 
ation of  the  taxation  of  the  family; 

2.  To  the  extent  that  aggregation  of  family  income  will  increase 
the  marginal  rates  of  tax  applicable  on  that  income  and  hence 
the  effective  rate  of  tax  paid  by  a  family  unit  then  any  increase 
in  the  tax  base  will  be  more  disadvantageous  to  higher  income 
family  groups  than  to  lower  income  family  groups  and  conversely 
exemptions  from  the  base  will  be  more  valuable  to  higher  income 
family  groups  than  lower  income  family  groups; 

3.  The  omission  of  gifts  and  inheritances  from  the  tax  base  because 
they  are  more  relevant  to  transactions  between  family  members 
than  to  transactions  outside  of  a  family  context,  specifically 
distorts  the  system  and  makes  it  less  progressive  than  it  should 

be  since  family  units  receiving  income  by  way  of  gift  or  inheritance 
will  not  have  such  items  included  in  income  although  another  family 
unit  of  equivalent  amount  of  income,  but  different  source  (e.g. 
employment)  will  have  it  included  in  income  and  taxed.   The 
result  will  be  that  the  latter  unit  will  have  less  after  tax 
monetary  capability,  without  justification. 

4.  The  omission  of  the  imputed  income  derived  by  a  family  unit  from  the 
household  services  of  its  members  makes  the  system  less  progressive 
and  occasions  a  preference  for  wives  and  children  to  remain  in 
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the  home  as  non-earners  rather  than  seeking  employment  outside 
the  home. 

The  "tax  unit"  may  be  defined  as  the  entity  whose  income  is  measured  for 
tax  purposes  and  which  has  the  liability  for  the  tax  assessed.   At  the  present  time 
in  Canada  there  are  three  alternative  tax  units:  the  individual,  the  corporation 
and  the  trust.   Because  the  Canadian  system  is  based  on  graduated  rates  of  tax 
the  definition  of  the  tax  unit  is  obviously  of  signal  importance,  as  will  be 
demonstrated,  since  aggregation  of  income  will  normally  increase  the  marginal  rates 
applicable  to  t?iat  income  and  hence  the  effective  rate  of  tax  payable  by  the  unit, 
whereas  non-aggregation  of  income  splitting  has  the  reverse  effect. 

The  "tax  period"  is  that  unit  of  time  within  which  income  is  measured. 
Because  this  study  is  concerned  only  with  the  personal  income  tax  it  may  be  taken 
that  the  tax  period  in  Canada  is  the  calendar  year  although  income  from  business 
may  be  calculated  by  individuals  on  the  basis  of  a  fiscal  period , (generally  of  12 
months  duration) ,  other  than  the  calendar  year.   The  income  of  an  individual  is  then 
the  income  from  his  business  sources  having  fiscal  periods  ending  in  any  particular 
calendar  year  plus  his  income  from  other  sources.   The  tax  period  then  serves  two 
functions,  i.e.  to  determine  the  period  within  which  to  measure  income  and,  usually 
fairly  concurrently,  to  determine  the  time  at  which  the  tax  payable  is  due.   In 
that  latter  regard  the  duration  of  the  tax  period  is  simply  a  matter  of  convenience 
for  the  government  and  is  really  not  affected  by  the  other  conditions  of  the  system. 

However,  the  duration  of  the  tax  period  is  extremely  important  in  a  tax 
system  which  has  graduated  rates  of  tax,  as  opposed  to  a  single  proportional  rate. 
The  significance,  of  course,  is  that  there  is  normally  a  relationship  between  the 
amount  of  time  elapsed  and  the  amount  of  income  earned  within  that  time  so  that 
extending  the  duration  of  the  tax  period  likely  will  increase  the  amount  of  income 
measured  within  it.   Some  of  that  income  then  will  have  higher  marginal  rates  of 
tax  applicable  to  it  than  if  the  period  had  been  shorter.   The  converse  is  also 
normally  accurate.   In  a  proportional  system,  where  a  single  percentage  rate  is 
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levied  no  matter  what  the  quantum  of  Income,  obviously  the  effective  rate  of 
tax  remains  unchanged  regardless  of  the  period  of  time  of  measurement.   Its 
significance  then  Is  restricted  to  prescribing  the  date  on  which  the  tax  Is  payable. 

Similarly,  in  the  definition  of  the  tax  unit  a  proportional  rate  system 
will  to  all  Intents  and  purposes  obviate  the  need  for  a  discussion  of  the  nature 
of  the  unit  since  all  of  the  Income  earned  by  the  unit  whether  viewed  collectively 
or  Independently  will  be  subjected  to  exactly  the  same  rate  of  tax  regardless  of 
its  distribution  In  the  unit.   The  only  remaining  problem  in  the  event  of  a  pro- 
portional rate  system  is  that  to  the  extent  the  system  allows  deductions  or 
exemptions  based  either  on  dependency  relationships  or  to  account  for  expenses 
unrelated  to  the  Income  earning  process,  the  proliferation  of  those  exemptions 
or  deductions  can  distort  the  system  where  there  is  an  uneven  Income  distribution 
amongst  the  unit  members  vis  a  vis  another  unit.   However,  the  Canadian  system  has 
and  is  likely  to  continue  to  have  graduated  rather  than  proportional  rates  so  that 
discussion  of  proportional  rates  is  academic  and  serves  only  to  Illustrate  the 
effects  of  graduated  rates  of  tax. 

The  term  "tax  rates"  encompasses  several  things.   Obviously  the  major 
inclusion  is  the  percentage  rate  or  rates  of  tax  (the  "rate  schedule")  to  be  applied 
against  the  tax  base  of  a  particular  tax  unit  for  a  particular  tax  period.  However 
the  simplicity  of  that  statement  is  deceiving  since  in  effect  the  rate  of  tax 
actually  applicable  is  not  dependant  solely  on  the  percentage  stipulated.   In  fact, 
the  percentage  rate  applicable;  deductions  allowed  In  computing  income  which  are 
unrelated  to  the  determination  of  the  "profit"  from  a  source  of  Income;  deductions 
from  tax  otherwise  payable  (tax  credits) ;  and  Income  fluctuation  provisions  (like 
the  averaging  of  Income  over  several  tax  periods  to  reduce  the  rate) ,  all  contribute 
virtually  interchangeably  to  the  definition  of  the  tax  rate.   It  is  the  view  of 
the  writer  that  for  the  most  part  once  one  has  determined  the  extent  of  the  tax 
base,  the  duration  of  the  tax  period  and  the  size  of  the  tax  unit  one  can  effect 
the  excision  of  the  desired  tax  burden  by  a  manipulation  of  any  one  or  more  of  the 
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rate  schedule,  the  various  tax  deductions  and  the  tax  credits  allowed  and  the 
income  fluctuation  provisions  made  applicable. 

For  the  most  part,  however,  the  decision  on  whether  to  have  a  proportional 
or  graduated  rate  system  is  crucial  in  determining  the  importance  of  the  tax  unit 
and  tax  period.   Generally,  if  the  system  involves  a  proportional  tax  rate  i.e.  a 
single  invariable  percentage,  the  definition  of  the  tax  unit  and  the  tax  period  are 
of  very  little  concern.   In  a  system  of  graduated  rates  similar  to  the  Canadian 
federal  system  the  definition  of  the  tax  period  and  the  tax  unit  are  of  utmost 
importance  because  the  essence  of  the  graduated  rate  schedule  is  to  extract  increas- 
ingly higher  rates  of  tax  as  the  income  of  the  defined  unit  increases.   Therefore 
aggregation  of  the  incomes  of  several  people  within  a  unit  normally  will  lead  to 
increased  tax  whereas  the  splitting  of  income  amongst  several  individuals  within  a 
unit  will  lead  to  a  decrease  in  tax.   That  concept  is  perhaps  the  most  important 
single  factor  in  this  study  and  will  be  dealt  with  at  length  hereinafter.   At  this 
point,  however,  it  will  be  useful  to  lay  down  some  general  observations  with  regard 
to  the  writer's  basic  assumptions  on  tax  policy  formulation,  particularly  with 
regard  to  the  assessment  of  tax  according  to  ability  to  pay,  tax  equity  and  a 
definition  of  income.   For  it  is  from  these  conceptual  bases  that  the  form  of  the 
system  grows  and  against  which  it  must  be  evaluated. 

BACKGROUND  AND  BASIC  ASSUMPTIONS 
Progressivity  and  Equity 

As  was  noted  in  the  introduction  to  this  study  it  is  perhaps  improper  to 
state  one's  efforts  as  a  search  for  the  "proper"  or  "ideal"  tax  system.   The  terms 
connote  a  certain  arrogance  in  one's  ability  to  define  "the"  best  tax  system  when 
it  is  patently  obvious  that  there  is  no  such  possibility  given  the  varying  Interests, 
objectives,  ethics  and  motivations  of  a  pluralistic  society.   Professor  Surrey 
once  put  the  point  accurately  when  he  said  "most  people  favour  the  social  policy 
they  represent".   Undeniably  the  extent  and  form  of  the  tax  system  is  an  integral 
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part  of  any  social  philosophy.   It  can  hardly  be  otherwise  when  all  levels  of 
government  in  Canada  together  now  require  somewhat  more  than  one-third  of  the  national 
income  in  taxes  and  other  revenue  levies.   Perhaps,  the  ultimate  in  expectation 
is  that  those  charged  with  the  responsibility  of  implementing  tax  policy  will  make 
a  reasoned  choice  between  the  available  alternatives  which  in  its  trade-offs  and 
compromises  will  be  found  acceptable  to  a  large  part  of  the  population  at  the  same 

time  that  it  is  intrinsicly  defensible  on  grounds  of  equity  and  fairness,  however 

1 
basically  those  terms  are  defined. 

Within  that  context  two  major  assumptions  are  made  by  the  writer.   The  first 
is  that  the  tax  system,  since  it  is  a  tool  rather  than  an  end,  should  be  as  neutral 
as  possible  in  its  effect  on  the  economic  or  social  choices  of  the  populace. 
Normally,  it  should  neither  give  incentive  or  barrier  to  such  things  as  choice  of 
work,  or  leisure,  type  of  work,  spending  or  saving,  use  of  body  or  capital,  to  marry 
or  not  to  marry,  etc.   Departures  from  this  concept  of  neutrality  are  justified 
only  when  a  conscious  and  deliberate  policy  decision  is  taken  or  goal  is  set  and 
it  is  determined  that  the  tax  system  is  the  only,  or  at  least  the  most  effective, 
vehicle  for  implementation  (which  is  rarely  true).   The  second  major  assumption  is 
that  the  income  tax  should  aim  for  progressivity  and,  in  fact,  for  progressivity 
in  degree  more  substantial  than  is  presently  the  case. 

At  the  most  basic  level  it  is  the  writer's  view  that  a  tax  system  should 
strive  to  be  progressive  for  two  reasons.   The  first  is  that  ethically  the  tax 
burden  should  be  distributed  amongst  the  populace  in  a  manner  which  reflects  the 
ability  to  pay  of  each  of  its  members  or  groups  notwithstanding  the  demands  which 
will  be  made  for  preferential  treatment  by  various  vested  interest  groups  or 
institutions.   Taxation  according  to  ability  to  pay  as  a  goal  will  reject  both  the 
demands  of  such  special  interest  groups  as  well  as  it  will  reject  measurement  of 
tax  burdens  according  to  the  quantum  of  benefits  received  by  the  various  sectors 
of  the  population.   It  will  instead  look  at  capacity  to  pay  tax  through  the  proper 
measurement  of  the  tax  base,  in  this  case  income  at  graduated  rates.   Second,  and 
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perhaps  more  important  Is  the  notion  that  redistribution  of  wealth  within  the 
Canadian  community  is  a  desirable  objective  and  that  the  system  always  should  seek 
to  accelerate  the  rate  of  social  and  economic  emancipation. 

In  a  sense,  an  argument  on  the  "desirable  degree"  of  redistribution  sets 
the  tone  for  the  argument  on  the  need  for  a  progressive  tax  system  and  the  degree 
of  progressivity  which  it  should  include.   A  progressive  tax  by  definition  will 
take  more  from  those  that  have  more  than  from  those  that  have  less.   Therefore, 
assuming  a  government  expenditure  policy  which  will  pay  greater  benefits  to  those 
that  have  less  than  to  those  that  have  more  such  a  tax  system  will  contribute  to 
the  redistribution  process.  A  regressive  tax  system  will  have  the  opposite  effect 
and  a  proportional  tax  system  will  maintain  the  status  quo.   The  degree  of  progress- 
ivity in  the  tax  system  is  a  rough  match  for  the  degree  of  redistribution  of 
wealth  thought  desirable  in  the  society.   The  more  progressive  the  tax  system  the 
greater  will  be  the  property  ("property"  throughout  this  study  includes  money)  taken 
away  from  the  more  affluent  and  conversely  the  less  progressive  the  system  will  be 
the  lesser  the  property  taken  from  the  more  affluent.   Since  in  order  to  redistribute 
such  property  to  the  less  affluent  it  must  first  have  been  removed  from  the  more 
affluent  the  degree  of  progressivity  in  the  system  is  obviously  key. 

The  evidence  in  Canada  is  that  the  tax  system  a^  a  whole  is,  at  best,  proport- 
ionate and,  at  worst,  somewhat  regressive  at  the  lower  end  of  the  family  income 
scale  (below  about  $5,000  of  family  income).   That  regressivity  would  be  yet  more 
marked  were  it  not  for  the  fact  that  the  federal  income  tax  generally  is  progressive 
across  the  income  scale  and  hence  balances,  to  some  degree,  the  regressivity  of  the 
other  forms  of  taxation  in  Canada.     On  the  expenditure  side,  the  evidence  is 
that  the  collective  expenditure  policies  of  the  three  levels  of  government  are  at 
least  to  some  degree  redistributive,  that  is  progressive,  with  the  break  point 
falling  somewhere  around  $10,000  of  family  income.     It  is  likely  that  inflation 
and  an  increase  in  the  supply  of  money  account  for  the  progressivity  of  the 
expenditure  side. 
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Indeed,  some  years  ago,  Henry  Simons  concisely  stated  the  argument  for  a 

progressive  income  tax.   He  said: 

"The  case  for  drastic  progression  in  taxation  must  be  rested  on 
on  the  case  against  inequality  -  on  the  ethical  or  aesthetic 
judgment  that  the  prevailing  distribution  of  wealth  and  income 
reveals  a  degree  (and/or  kind)  of  inequality  which  is  distinctly 
evil  or  unlovely" (9) 

The  degree  of  progressivity  in  the  tax  system  is  arguably  a  question  of 
subjective  judgment.   Its  slope  inevitably  will  involve  a  political  compromise 
between  the  state  of  the  economy,  the  degree  of  wealth  distribution  thought  desirable,  n 
claims  of  special  interest  groups  and  the  ethical  judgment  of  those  in  power.  It 
will  also  be  dependent  upon  the  f aithfiillness  of  those  charged  with  the  respon- 
sibility for  the  formulation  of  the  tax  system  to  the  concept  of  taxation  according 
to  ability  to  pay  and  on  the  manner  in  which  that  term  and  the  concept  of  tax 
equity  inherrent  in  it  is  defined. 

There  is  common  acceptance  of  the  close  association  between  the  income  base 

and  taxpaying  ability  as  well  as  a  general  acceptance  of  the  idea  of  progression 

in  income  taxation.      However,  Groves  has  put  the  problem  in  perspective  in  the 

following  way: 

"Most  any  parrot  can  tell  you  that  taxes  should  be  levied  accord- 
ing to  ability  to  pay  but  it  takes  a  wise  bird  indeed  to  define 
and  implement  the  concept .  "(H) 

The  initial  problem,  of  course,  is  to  articulate  an  acceptable  definition 
of  "tax  equity".   Few  dispute  the  statement  that  taxation  should  be  accomplished 
on  an  equitable  basis,  but  seemingly  everyone  has  his  own  notion  of  what  that  means. 
The  most  significant  attempt  at  that  definition  and  one  which  the  writer,  with  but 
few  exceptions,  endorses  was  made  by  the  Carter  Commission  and  is  contained  in  its 
report.   That  report  contains  both  novel  proposals  and  an  excellent  rationalization 
of  the  concepts  and  proposals  which  had  been  made  prior  to  that  date.   It  deserves 
the  highest  consideration  and  many  of  the  concepts  to  be  ennunciated  by  the  writer 
in  the  following  pages  stemmed  from  the  Commission's  work. 

Most  often  the  goals  of  a  progressive  tax  system  and  the  concepts  of  equity 
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and  ability  to  pay  tax  are  put  In  spatial  terms.   It  Is  said  that  the  system  must 
allocate  the  burden  of  taxation  so  that  those  In  like  circumstances  will  bear  like 
amounts  of  burden, thus  achieving  horizontal  equity.   Furthermore,  those  In  dis- 
similar circumstances  must  bear  appropriately  different  tax  burdens  so  that  equity 
prevails  In  the  vertical  sense.   In  the  writer's  view  these  principles  are  fundamental 
for  several  reasons  but  one  In  particular.   If  the  distribution  of  the  tax  burden 
does  not  achieve  the  two  goals  of  horizontal  and  vertical  equity  the  ramification 
Is  not  that  government  revenues  will  rise  or  fall  (one  can  assume  a  constant  revenue) 
but  rather  that  within  the  available  taxpaylng  population  the  gain  of  one  member 
of  that  population  (In  terms  of  reduced  tax  liability)  will  be  the  loss  of  another 
taxpayer  In  the  population  who  will  have  to  pick  up  the  additional  tax  burden. 
In  other  words,  It  Is  the  relative  position  of  those  with  taxpaylng  capability 
which  Is  Important  and  to  which  closest  scrutiny  must  be  paid.  Thus,  the  addage 
that  "an  old  tax  Is  the  best  tax"  misses  the  point  that  an  old  tax  which  Inadequately 
allocates  the  burden  amongst  the  population  Is  a  bad  tax. 

The  definition  of  the  tax  base  Is  perhaps  more  Important  In  ensuring  hori- 
zontal than  vertical  equity,  although,  given  a  graduated  system  of  rates,  exclusion 
of  certain  kinds  of  income  from  the  tax  base  will  benefit  those  with  larger  incomes 
more  than  those  with  smaller  Incomes  and  hence  leads  to  vertical  inequity  as  well. 
Men  and  women,  if  they  are  to  be  treated  as  equals  in  society,  should  bear  equivalent 
tax  burdens  given  similar  taxpaylng  capacity.   Individuals  and  groups  if  they  are 
similarly  circumstanced  should  bear  similar  tax  burdens.   That  would  be  equity  in 
the  horizontal  sense.   In  the  vertical  sense  individuals  of  dissimilar  income  should 
bear  appropriately  dissimilar  tax  burdens  while  individuals  and/or  groups  of  dis- 
similar income  should  bear  dissimilar  tax  burdens.   The  appropriate  differential 
to  be  applied  to  persons  in  different  circumstances  is  the  most  difficult  of  the 
problems  facing  the  student  of  tax  policy  in  this  field. 

The  issue  is  illuminated  by  contrasting  the  statements  of  two  highly  respected 
commentators  on  tax  policy.   The  negative  view  was  expressed  by  a  former  Assistant 
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Deputy  Minister  of  Finance,  A.  Kenneth  Eaton  who  said: 

"Progressive  taxation  is  arbritrary  because  there  is  no 
principle  whatsoever  to  guide  a  Minister  of  Finance  in 
selecting  a  rate  schedule  for  income  tax  setting  forth 
the  pattern  of  expropriation  of  private  property.   The 
writer  has  made  up  dozens  of  rate  schedules  for  successive 
ministers  of  finance.   After  much  hemming  and  hawing  and 
staring  at  the  celling  this  citizen  will  finally  put  his 
finger  on  one  schedule  and  simply  say  "that  one  looks  about 
right"  -  and  that  is  it.   It  is  as  simple  and  unsophisticated 
as  that".(12) 


The  more  positive  view  has  been  put  by  Professor  Harold  Groves  who  has 


said 


". . .  the  most  convincing  case  for  progressive  taxation  and  any 
degree  of  progressive  taxation  is  a  pragmatic  and  social  one  in 
which  the  government  applies  incremental  rates  in  a  manner  and 
to  a  degree  that  experience  and  socio-economic  effects  appear 
to  justify.   The  result  must  be  a  compromise  among  considerations 
of  incentive,  saving,  poverty  and  distribution  of  power  that  makes 
democracy  viable.   The  arbritrary  elements  in  the  schedule  are 
limited  only  (and  adequately)  by  the  pragmatic  tests  ...."(13) 

In  the  writer's  view  the  Groves  position  is  clearly  the  more  acceptable  of 
the  two.   The  fact  that  the  goal  of  a  progressive  tax  system  free  of  subjective 
or  arbritrary  Imput  or  form  is  not  attainable  does  not  give  licence  to  abandon 
the  search  for  its  accomplishment.   To  abandon  the  process  Indeed,  would  be  to 
aggravate  still  further  the  inequities  Inherent  in  a  system  not  dedicated  to  the 
concept  of  progressivlty.   No  system  is  or  will  be  absolute  or  perfect.   Therefore, 
it  is  the  direction  or  momentum  of  the  process  which  is  most  important  not  the 
actual  attainment  of  the  goal. 

The  Carter  Commission  took  the  matter  several  steps  forward  in  its  report. 
It  attempted  to  define,  or  rather  articulate,  its  concept  of  ability  to  pay  and 
equity  in  the  tax  system  while  acknowledging  that  ultimately  the  matter  is  sub- 
jective.  It  is  the  writer's  view  that  the  definitional  process  is  Indeed  sub- 
jective, and  to  that  extent  arbritrary,  but  it  is  so  within  the  parameters  of 
logic,  humanity  and  popular  acceptance.   It  is  also  the  writer's  view  that  it  is 
the  detail  of  the  system  which  essentially  will  be  arbritrary  e.g.  will  the  rate 
in  the  first  bracket  of  income  be  17%  or  18%,  not  the  larger  principles  intended 
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to  be  achieved.   Thus,  for  example  although  there  may  be  room  for  disagreement 
within  a  percentage  point  or  two  of  the  rate  to  be  applied  to  a  particular  bracket 
of  Income  In  the  writer's  view  there  Is  less  room  for  disagreement,  Indeed  no  room 
for  disagreement,  on  the  premise  that  Increasing  marginal  rates  of  tax  should  be 
extracted  as  Income  Increases. 

Thus,  the  attempt  by  the  Carter  Commission  to  articulate  an  overall  conceptual 
framework  has  merit  and  bears  discussion  here. 

The  Carter  Commission  proposed  five  fundamental  principles  required  to 

(14) 
allocate  taxes  In  accordance  with  the  ability  to  pay: 

"1.   Families  and  unattached  individuals  should  be  treated  as  the 
basic  taxpaylng  unit,  that  is,  the  entitles  with  potential 
ability  to  pay. 

2.  Taxes  should  be  allocated  among  the  tax  units  in  proportion 
to  ability  to  pay.   Specifically,  the  tax  allocated  to  unit 
A  should  bear  the  same  relationship  to  the  tax  allocated  to 
unit  B,  that  the  ability  to  pay  of  A  bears  to  the  ability 
to  pay  of  B. 

3.  The  ability  to  pay  of  a  tax  unit  should -be  assumed  to  be  pro- 
portionate to  its  discretionary  Income.   In  other  words,  the 
ability  to  pay  of  unit  A  should  be  assumed  to  bear  the  same 
relationship  to  the  ability  to  pay  of  unit  B  that  the  dis- 
cretionary Income  of  A  bears  the  discretionary  Income  of  B. 

4.  The  discretionary  Income  of  a  tax  unit  should  be  assumed  to 
be  equal  to  the  total  income  of  the  unit  multiplied  by  the 
fraction  of  that  Income  available  for  the  discretionary  use 
of  the  unit. 

5.  It  should  be  assumed  that,  other  things  being  equal,  the 
greater  the  Income  of  the  tax  unit  the  larger  will  be  the 
fraction  of  that  Income  available  for  discretionary  use." 

An  example  of  the  Commission's  principles  will  be  helpful.   Suppose  that 
tax  unit  A  has  an  income  of  $10,000,  unit  B  an  Income  of  $20,000  and  unit  C  an 
Income  of  $30,000.   Suppose  further  that  one  assumes  that  10%  of  the  income  of 
unit  A  is  available  for  discretionary  expenditure;  20%  of  the  Income  of  unit  B  is 
available  for  discretionary  expenditure;  and  30%  of  unit  C  is  available  for  dis- 
cretionary expenditure.  Assume  further  that  the  revenue  requirement  of  the  federal 
government  for  the  appropriate  time  period  is  $7,000. 

The  discretionary  Income  of  unit  A  will  be  $1,000;  of  unit  B  $4,000;  and 
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of  unit  C  $9,000.   It  will  be  seen  that  the  amount  of  discretionary  income  rises 
as  income  rises.   Since  the  revenue  requirement  of  the  government  is  $7,000  and 
since  there  is  $14,000  of  discretionary  income  available  to  be  taxed  in  the  three 
tax  paying  units  collectively  it  can  be  seen  that  the  rate  of  tax,  on  a  proport- 
ionate basis,  to  be  taken  from  each  of  the  units  will  be  50%.   The  application  of 
this  flat  rate  of  tax  to  discretionary  income  would  accomplish  the  Carter  Commission's 
desire  to  allocate  the  tax  burden  proportionately  on  the  basis  of  discretionary 
income,  thereby  achieving  taxation  according  to  ability  to  pay.   Thus,  unit  A  would 
pay  $500  in  tax  (50%  of  its  discretionary  income  of  $1,000);  unit  B  would  pay  $2,000 
in  tax  (50%  of  its  discretionary  income  of  $A,000);  and  unit  C  would  pay  tax  of 
$4,500  (50%  of  its  discretionary  income  of  $9,000).   The  government  would  then 
receive  $7,000  in  total. 

Another  way  of  expressing  the  identical  concept  but  in  terms  more  familiar 
to  Canadians  who  have  paid  tax  under  the  Canadian  Federal  Income  Tax  Act,  is  that 
levying  a  proportionate  rate  against  "discretionary"  income  is  the  same  as  adopting 
graduated  marginal  rates  of  tax  on  total  taxable  income  which  rates  increase  as 
taxable  income  increases.   The  term  taxable  income  in  this  sense  is  used  to  include 
all  income  recognized  by  the  system  as  opposed  to  that  portion  of  it  available  for 
discretionary  use.   Thus,  using  the  previous  hypothetical,  a  rate  schedule  in  terms 
similar  to  that  now  in  use  in  Canada  would  apply  a  tax  of  5%  to  the  income  of  a 
taxpayer  falling  within  the  income  bracket  of  zero  to  $10,000;  a  tax  of  10%  on  the 
income  of  a  taxpayer  falling  within  the  bracket  from  $10,000  to  $20,000;  and  157i 
on  the  income  of  a  taxpayer  falling  within  the  bracket  from  $20,000  to  $30,000.   The 
tax  bills  of  the  three  hypothetical  units  would  remain  unchanged  if  the  system  and 
its  rate  schedule  were  expressed  in  that  way. 

It  would  be  appropriate  to  note  at  this  point  that  regardless  of  the  approach 
one  takes  to  the  determination  of  relative  taxpaying  ability  the  preceding 
hypotheticals  indicate  the  need  to  define  four  components: 

1.   The  definition  of  income,  i.e.  the  extent  of  the  tax  base  so 
that  either  "taxable  income"  or  "discretionary  income"  can 
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be  given  meaning; 

2.  An  acceptable  level  of  non-discretionary  income  for 
differently  circumstanced  tax  units  so  that  appropriate 
judgment  can  be  made  of  their  relative  ability  to  pay; 

3.  The  quantum  of  rates  to  be  applied  to  the  income  of  a  taxpayer 
whether  one  uses  a  conventional  tax  scale  or  a  proportionate 
rate  to  be  applied  to  discretionary  income  as  in  the  Carter 
Commission  formulation; 

4.  The  scope  of  revenue  requirements  of  the  government  which 
along  with  the  amount  of  discretionary  income  in  the  community 
will  determine  the  rate  to  be  applied  to  "discretionary  income", 
as  indicated  above,  or  the  rates  to  be  applied  to  "taxable 
income"  in  the  more  conventional  sense. 

Obviously,  the  definition  of  the  units  of  liability  is  also  assumed  in  the 
formulas  and  must  therefore  be  articulated.  Indeed,  that  is  the  primary  function 
of  this  study. 

The  Carter  Commission  suggested  that  three  factors  should  be  recognized  in 
determining  that  portion  of  total  income  which  is  available  to  a  unit  for  dis- 
cretionary use,  i.e.  differences  in  income;  differences  in  family  responsibilities; 
and  differences  in  specific  non-discretionary  expenditure.   In  recognizing  differ- 
ences in  income  the  Commission  believed  that  the  proportion  of  income  available  for 
discretionary  use  increased  as  income  increased;  that  all  income  of  a  unit  in 
excess  of  an  arbritrary  amount,  set  by  the  Commission  at  $100,000,  is  available 
for  discretionary  use;  and  that  below  $100,000  equal  proportionate  differences  in 
income  are  associated  with  equal  absolute  differences  in  the  fraction  of  income 
available  for  discretionary  use.  Within  those  general  parameters  the  Commission 
then  went  on  to  define  hypothetical  rate  tables  which  involved  value  judgments  on 
the  amount  of  discretionary  income  available  at  any  particular  income  level  and 
an  assumed  revenue  need  of  the  government  at  that  time.   Repetition  of  those 
efforts  here  is  unnecessary.   Even  the  Commission  in  formulating  its  final  proposals 
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for  rate  schedules  found  that  it  had  to  make  tradeoffs  and  compromises  when  taking 
into  account  the  entire  system  which  modified  the  hypothetical  and  perfect  rate 
schedules  it  had  attempted.   However,  the  foregoing  description  of  the  essential 
framework  is  nonetheless  valuable  to  explain  and  support  the  concept  of  graduated 
marginal  rates  of  tax  applied  to  income  in  a  progressive  system. 

In  reflecting  upon  the  Commission's  framework  for  recognition  of  differences 
in  income  fault  may  be  found  only  in  two  aspects,  which  perhaps  will  reflect  the 
subjectivity  of  the  decision.   In  the  writer's  view  the  Commission's  assumption 
that  non-discretionary  income  increased  as  income  increased  to  a  level  of  $100,000 
contains  two  falacies.   The  first,  is  the  Commission's  view  that  in  measuring 
ability  to  pay  non-discretionary  income  should  be  defined  as  more  than  the  amount 
appropriate  for  subsistance  at  a  common  level  of  living  for  the  community.   In  the 
writer's  view  it  is  more  acceptable  to  argue  that  the  average  Canadian  family  income 
(or  another  common  denominator)   is  an  acceptable  measure  of  standard  of  living 
and  that  any  amount  in  excess  of  the  average  should  be  considered  discretionary 
income  subject  to  taxation.   This  would  result  in  steeper  marginal  rates  of  tax 
on  incomes  above  that  average.   Secondly,  and  in  a  sense  in  the  same  vein,  the 
Commission's  arbritrary  ceiling  of  $100,000  above  which  all  income  is  discretionary 
seems  inappropriately  high  even  if  one  does  not  accept  the  "average"  test.   Surely 
income  in  excess  of  $50,000  would  be  considered  to  be  discretionary  in  relative 
societial  terms  and  indeed  income  in  excess  of  $25,000  might  be  so  considered. 
One's  view  of  the  appropriate  dividing  line  will  obviously  affect  the  shape  of  . 
the  rate  schedule. 

The  other  factor  which  will  be  of  importance  is  the  determination  of  a 
maximum  marginal  rate  if  gross  income,  rather  than  discretionary  income,  is  used 
as  the  base.   The  Carter  Commission  strongly  recommended  that  marginal  tax  rates 
in  excess  of  50%  not  be  accepted  on  the  grounds  that  higher  marginal  rates  reduced 
incentive.   As  will  be  argued  later  in  this  study  the  writer  does  not  share  the 
Commission's  view  in  that  regard  and  finds  no  sound  empirical  basis  for  that 
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conclusion  at  least  at  rates  lower  than  70%. 

The  second  of  the  factors  the  Commission  felt  required  consideration  in 
determining  the  amount  of  discretionary  income  available  to  a  tax  unit  were  the 
differences  in  family  responsibilities  of  various  units.   That  the  family  was  the 
primary  social  unit  whose  economic  power  was  to  be  measured  was  obvious  to  the 
Commission.   Furthermore,  as  will  be  seen  hereinafter,  the  Commission  felt  that 
intra-family  transactions  should  be  ignored  for  tax  purposes,  gifts  between  units 
should  be  taxed  and  indeed  that  gifts  should  be  treated  as  a  discretionary  use  of 
income.   Familial  responsibilities  affecting  the  fraction  of  income  available  for 
discretionary  use  requires  recognition  of  four  things.   The  Commission  felt  that 
the  tax  payable  by  a  married  couple  should  be  less  than  the  tax  payable  by  an  un- 
attached individual  with  the  same  income  in  order  to  reflect  the  fact  that  two 
people  were  being  supported  rather  than  one.   Secondly,  the  tax  on  a  married  couple 
should  be  greater  than  the  tax  on  two  single  individuals  each  with  half  the  income 
of  the  couple  in  order  to  reflect  the  economies  of  marriage.  However,  the  Commission 
believed  that  at  the  bottom  of  the  income  scale  there  are  often  diseconomies  to 
marriage  which  should  be  reflected  in  a  lower  tax  for  low  income  individuals  upon 
marriage  so  that  the  total  tax  on  the  couple  would  in  no  case  be  greater  than  the 
sum  of  the  taxes  on  the  separate  individuals.   Thus,  as  was  noted  earlier,  income 
splitting  on  incomes  up  to  $15,000  effectively  was  allowed  by  the  Commission.   On 
the  other  hand,  at  the  top  of  the  income  scale,  the  Commission  felt  that  marital 
status  had  relatively  little  effect  on  discretionary  economic  power  so  that  the 
total  tax  payable  by  such  individuals  after  marriage  should  be  greater  than  the 
sum  of  the  taxes  paid  as  single  individuals  but  recognizing  that  the  economies  of 
marriage  are  small  at  that  level  compared  to  income.   Lastly,  the  Commission 
suggested  that  spouses  with  dependant  children  have  heavier  responsibilities  than 
childless  couples  and  that  through  a  system  of  tax  credits  these  heavier  respon- 
sibilities should  be  recognized  so  that  a  unit  with  dependant  children  should  pay 
less  tax  than  a  unit  of  equal  income  but  without  dependant  children.   The  writer 
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agrees  with  these  principles. 

Thirdly,  one  must  recognize,  as  did  the  Carter  Commission,  that  there  may  be 
special  non-discretionary  expenses  which  will  reduce  the  ability  of  a  unit  to  pay 
tax  by  reducing  still  further  the  discretionary  income  available  to  that  unit. 
For  the  most  part  these  non-discretionary  additional  expenses  are  outside  the  topic 
of  this  study  and  need  not  be  dealt  with.   In  principle,  such  expenditures,  like 
extraordinary  medical  expenses,  should  be  recognized  as  decreasing  the  ability  to 
pay  of  a  tax  unit.   The  major  problem  involved  in  this  area  is  to  define,  in 
acceptable  fashion,  those  expenditures  which  can  be  considered  non-discretionary 
and  which  reduce  ability  to  pay.   The  Carter  Commission  suggested  that  in  addition 
to  extraordinary  medical  expenses,  gifts  to  close  relatives  to  provide  them  with 
support  and  the  special  expenses  of  working  mothers  with  young  children  should  be 
recognized.   The  format  of  recognition  would  be  to  provide  a  tax  credit  against 
tax  equal  to  the  marginal  rate  of  the  tax  unit  multiplied  by  the  amount  of  the 
expense.  The  purpose  of  using  a  tax  credit  rather  than  a  deduction  is  to  ensure 
that  the  benefit  of  the  credit  will  be  to  reduce  the  discretionary  income  of  the 
tax  unit  by  the  amount  of  this  specific  non-discretionary  expenditure. 

Two  further  issues  should  be  noted.   The  first  deals  with  the  concept  that 
some  minimal  subsistance  level  of  income  in  every  unit  should  remain  untaxed. 
Essentially  this  means  that  up  to  a  certain  level  of  income  a  tax  unit  has  no  dis- 
cretionary income  which  should  be  recognized.   In  the  ideal  system  the  Carter 
Commission  would  have  recommended  that  the  first  $300  for  single  individuals  and 
the  first  $700  for  family  units  should  remain  untaxed  but  felt  compelled  to 
increase  those  limits  to  $1,000  for  unattached  individuals  and  $2,100  for  family 
units  to  compensate  for  various  other  regressive  factors  in  the  system.   It 
accomplished  this  exemption  not  by  way  of  a  deduction  (which  as  will  be  seen  is 
regressive)  but  by  providing  a  zero  rate  of  tax  for  income  in  those  brackets. 
The  writer  supports  the  concept  of  excluding  a  minimum  of  income  at  the  low  end 
of  the  scale  by  the  provision  of  a  zero  rate  bracket.   A  somewhat  corollary  issue 
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in  determining  the  relative  ability  to  pay  of  various  tax  units  is  dependent  on 
the  manner  in  which  the  system  recognizes  the  reduced  ability  to  pay  of  a  tax  unit 
which  contains  one  or  more  individuals  whose  contribution  to  the  income  of  the 
unit  is  less  than  his  or  her  cost  of  maintenance.   Indeed,  almost  any  variation 
in  unit  circumstances  raises  the  same  problems  of  recognition. 

As  will  be  seen  in  the  fourth  chapter  of  this  study,  the  current  system 
generally  relies  on  deductions  in  computing  income  for  the  relief  of  taxpayers  who 
have  to  support  or  maintain  dependants  or  who  have  various  forms  of  expenses 
recognized  by  the  system  as  reducing  ability  to  pay.   The  writer  would  normally 
substitute  tax  credits  for  tax  deductions  on  the  basis  that  tax  credits  are  more 
progressive  since  they  represent  a  fixed  dollar  amount  for  each  taxpayer  regardless 
of  his  or  her  marginal  rate  of  tax.   Deductions  on  the  other  hand  have  a  value 
directly  related  to  the  amount  of  income  and  the  highest  marginal  rates  of  a  tax- 
payer or  tax  unit.   The  value  of  a  tax  deduction  (deducted  from  income  not  from  tax) 
is  the  amount  of  the  deduction  granted  multiplied  by  the  income  in  the  highest 
marginal  rate  brackets  forgiven  by  the  deduction.   In  other  words: 

1.  There  is  an  implicit  assumption  in  the  use  of  a  tax  deduction 
that  the  need  for  the  deduction  rises  equally  with  the  rise 
in  marginal  rate  of  tax;  and 

2.  The  benefit  of  a  tax  deduction  is  greatest  for  persons  in  the 
highest  tax  bracket,  who  are  normally  the  people  who  need  the 
relief  least. 

Examples  of  this  phenomenon  will  be  given  when  the  discussion  turns  to  an 
examination  of  the  current  system.   However,  it  is  the  writer's  view  that  tax 
deductions,  because  they  are  regressive,  are  the  least  desirable  form  of  recognition 
of  reduced  ability  to  pay  unless  such  deductions  are  granted  concurrently  with 
appropriate  changes  in  the  rate  schedule  itself  so  as  to  make  the  benefits  of  those 
deductions  universal  in  dollar  terms  across  the  entire  breath  of  the  income  brackets. 
However,  it  is  the  writer's  view  that  such  concurrent  changes  are  both  difficult 
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to  police  and  unlikely  to  occur.   Therefore,  the  writer  finds  greater  favour 
with  the  use  of  tax  credits  to  recognize  factors  affecting  ability  to  pay  tax, 
perhaps  othe  than  recognition  of  those  expenditures  which  normally  would  be  taken 
into  account  in  computing  "profit"  from  a  source  of  income.   For  the  most  part 
there  is  no  dispute  on  such  items  except  perhaps  in  the  area  of  child  care  expenses. 
These  will  be  canvassed  later. 

Any  deduction  or  credit  in  a  tax  system  can  be  viewed  as  a  transfer  payment 
from  the  government  to  taxpayers.   If  the  deduction  or  credit  were  not  given  6r 
the  reduced  ability  to  pay  not  recognized  through  the  provision  of  the  deduction 
or  credit  the  individual  tax  base  or  tax  of  the  taxpayer  would  be  increased.   Hence, 
if  one  starts  with  a  tax  system  complete  but  for  recognition  of  the  decrease  in 
ability  to  pay,  for  example,  occasioned  by  dependants,  provision  of  relief  is  in 
effect  a  reduction  of  what  would  otherwise  be  the  tax  load  of  a  similarly  circum- 
stanced unit  but  for  that  dependant.   To  the  writer  three  conclusions  follow  from 
this  analysis  and  will  control  the  proposals  to  be  made  herein: 

1.  A  tax  deduction  or  tax  credit  normally  should  be  given  within 
the  tax  system  only  if  one  would  make  the  equivalent  direct 
transfer  payment  to  the  recipient  of  the  dollar  value  of  the  tax 
deduction  or  credit.   In  other  words,  at  one  level  the  tax  system 
can  be  viewed  simply  as  the  mechanism  for  the  making  of  transfer 
payments  from  government  to  individuals  in  recognition  of  the 
special  requirements  of  those  individuals  in  society.   Later  in  • 
this  study  the  deductions  currently  provided  in  the  system  will 
be  analyzed  from  the  perspective  of  the  revenue  lost  and  the 
beneficiaries  of  that  lost  revenue; 

2.  On  the  othe  hand  a  direct  transfer  payment  e.g.  family  allowance 
or  old  age  pension  normally  should  itself  form  part  of  the  tax 
base  to  ensure  both  horizontal  and  vertical  equity.   A  tax 
reduction,  however,  is  just  that  i.e.  a  recognition  of  decreased 
taxpaying  ability.   Therefore,  there  is  room  in  the  system  for 
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tax  reductions,  Including  refunds  to  those  with  less  income 
than  is  required  to  use  the  full  amount  of  the  tax  relief, 
which  themselves  do  not  form  part  of  the  tax  base; 
3.   If  it  is  accepted  that  a  tax  unit  requires  assistance  or 
relief  then  with  one  exception  the  proper  mechanism  to  be 
used  is  the  tax  credit  rather  than  the  tax  deduction,  the 
credit  being  so  conditioned  as  to  ensure  proper  distribution 
of  the  benefits  to  the  persons  who  would  have  received  such 
benefits  had  the  payment  been  made  by  way  of  direct  transfer. 
In  other  words,  the  purpose  of  the  credit  should  be  to  spread 
the  available  relief  amongst  those  people  who  require  it  most 
rather  than  accepting  the  concept  of  universality  of  entitlement 
which  leads  to  less  relief  for  those  who  need  it  most  and  more 
for  those  who  need  it  least.   Furthermore,  the  concept  of  the 
negative  income  tax,  at  least  to  this  limited  extent,  should  be 
adopted  in  that  receipt  of  the  relief  should  not  be  dependent 
upon  first  having  income,  as  is  presently  the  case.   The  relief 
offered  by  the  credit  should  be  available  to  those  with  and  those 
without  income.   Indeed,  presumably  greater  relief  should  be  given 
to  those  without  income  than  those  with  income.  This  raises  the 
observation  that  the  income  tax  system  conventionally  affects 
only  people  with  income.   The  system  does  nothing  for  those  with 
little  or  no  income,  with  the  exception  of  the  personal  deduction 
allowances  which,  at  least  leave  very  low  incomes  untaxed. 
Provision  of  tax  relief  for  "poor"  people  affects  only  those 
"poor"  people  who  have  income  not  those  without.  This  situation 
can  be  remedied  partially  by  ensuring  that  the  benefits  of  tax 
credits  are  available  both  to  those  who  have  sufficient  income 
to  require  them  and  those  who  do  not.   Then  in  order  to  ensure 
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non-taxation  of  very  low  Income  levels,  the  bottom  Income 
bracket  or  brackets  can  bear  a  zero  rate  of  tax  which  Is 
identical  to  a  tax  credit  in  value.   It  differs  only  in  that 
it  does  not  afford  the  opportunity  to  provide  a  negative  tax 
i.e.  a  payment  to  those  without  income.   However,  since  the 
object  is  to  "exempt"  income  the  zero  rate  bracket  is  a  satis- 
factory mechanism. 
Lastly,  the  concept  of  ability  to  pay  obviously  requires  an  adequate  definition 
of  income  which  is  the  base  of  the  system.   The  assumption  of  the  writer  is  that 
income,  subject  only  to  administrative  rationalization,  should  include  all  additions 
to  the  economic  power  of  a  tax  unit  without  regard  to  the  source  of  that  power, 
its  voluntariness,  its  form  and  whether  it  is  consumed  or  saved  or  otherwise 
exercised.   From  such  additions  a  taxpayer  should  be  entitled  to  deduct  any  expenses 
incurred  by  him  in  order  to  have  obtained  the  income.   In  other  words,  income  is 
a  "net"  or  "profit"  concept.   Generally,  however,  personal  and  living  expenses 
other  than  those  specific  non-discretionary  expenses  which  must  be  taken  account 
of  in  determining  ability  to  pay  cannot  be  recognized  as  deductions  in  arriving  at 
a  taxpayer's  income.   The  reason  for  this  is  obvious.   If  all  personal  and  living 
expenditures  were  deductible  a  unit  which  consumed  all  of  its  income  in  the  course 
of  a  year  would  have  no  taxable  income  and  no  tax  to  pay.   Neither  of  course  would 
there  be  any  tax  paid  to  the  government  (except  on  savings)  and  hence  there  would 
be  no  governmental  revenue  which,  after  all,  is  the  primary  object  of  the  exercise. 

The  significance  of  the  definition  of  income,  or  the  tax  base,  is  that  the 
less  comprehensive  the  base  the  greater  the  opportunity  for  horizontal  and  vertical 
inequity.   In  the  discussion  on  the  current  tax  system  following  in  Chapter  4  the 
relevant  omissions  from  the  tax  base  will  be  canvassed  and  proposals  for  change 
made.   Suffice  to  say  at  this  point  that  the  writer  advocates  the  inclusion  of 
gifts  and  inheretances  in  the  tax  base,  with  the  exception  of  such  transfers 
between  those  persons  who  aggregate  their  incomes  within  a  tax  unit  for  tax  pur- 
poses.  Furthermore,  with  regret,  the  writer  rejects  the  theoretically  sound 
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proposal  to  Include  the  imputed  income  of  household  services  in  the  tax  base,  the 
rejection  coming  mainly  on  grounds  of  administrative  difficulty  in  classification 
and  valuation.  Perhaps  with  further  work  in  the  area  these  problems  of  class- 
ification and  valuation  may  be  overcome  but  that  day  has  not  yet  arrived. 

The  Tax  Unit 

It  is  essential  if  the  burden  of  taxation  is  to  be  allocated  according  to 
the  principles  previously  enunciated  i.e.  neutrality  and  equity  according  to  the 
concept  of  ability  to  pay,  that  the  tax  system  properly  define  the  units  of  tax 
liability.   There  are  several  reasons  for  this  requirement.   Briefly,  the  need  can 
be  defined  as  follows: 

1.  Given  a  progressive  tax  system,  or  at  least  one  which  has  graduated 
rates  of  tax,  one  of  its  most  notable  features  is  that  major 
benefits  in  the  form  of  tax  savings  accrue  where  net  income 

(here  defined  as  income  without  allowance  of  personal  deductions 
or  exemptions)  is  distributed  amongst  more  than  one  taxpayer. 
The  very  nature  of  a  progressive  rate  schedule,  which  extracts 
increasing  percentages  of  tax  as  income  increases,  is  that  the 
amount  of  tax  payable  on  any  given  amount  of  income  depends 
directly  and  primarily  on  the  attribution  of  that  income  to  one 
or  more  taxpayers.  Thus,  except  in  a  proportional  scheme,  the 
definition  of  the  unit  will  be  significant; 

2.  Undoubtedly  there  is  an  extensive  effort  expended  by  taxpayers 
and  their  tax  advisors  to  devise  and  implement  tax  avoidance 
techniques  aimed  at  taking  advantage  of  the  graduated  rate 
system.  Much  of  this  effort  is  centered  on  income  splitting 
devices,  usually  amongst  close  family  emmbers  through  sales 

or  gifts  of  income  producing  property,  family  partnerships, 
family  corporations,  trusts,  and  other  associated  mechanisms. 
From  three  points  of  view  some  aggregation  of  family  income 
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ls therefore  desirable.   First,  such  a  system  would  reduce 
the  Inequity  existing  between  the  persons  who  are  able  to 
income  split  and  those  who  are  not  so  fortunate.   Persons  in 
the  latter  category  are  normally  less  affluent  wage  earners 
and  hence  the  majority,  indeed  the  vast  majority,  of  Canadian 
taxpayers.   Secondly,  so  far  as  possible,  recognition  of  the 
family  would  take  into  account  and  give  credit  to  the  fact  that 
such  income  splitting  devices  often  reflect  the  familial  concept 
of  "our  income".   Thirdly,  it  might  allow  at  least  some  of  the 
ingenious  effort  of  the  tax  professions  to  be  translated  into 
somewhat  more  productive  and  beneficial  pursuits; 
3.   The  tax  system  should  be  sensitive  to  both  the  statutorily  imposed 
and  consensual  property  and  income  sharing  arrangements  between 
spouses,  members  of  common  households  and  children  now  prevalent 
and  likely  to  be  increasingly  more  prevalent  and  varied  with  the 
passage  of  time  and  implementation  of  provincial  marital  property 
schemes.   Furthermore  to  the  extent  that  such  arrangements  or  laws 
involve  the  transfer  of  property,  income  or  wealth  it  is  important 
to  recognize  the  tax  consequences  thereof.   To  the  extent  that  tax 
free  transfers  are  thought  desirable  the  persons  between  whom  such 
transfers  are  made  must  be  members  of  the  same  income  tax  unit  in 
in  order  to  prevent  the  related,  but  undesirable,   effects  of  the 
splitting  of  income  generated  by  the  transfer  of  such  wealth. 
As  will  be  seen,  this  problem  may  also  be  dealt  with  by  rules  of 
attribution  similar  to  those  in  the  present  Canadian  system  but 
the  effectiveness  of  which  in  the  past  have  been  low  and  therefore 
requiring  amendment.  Unitization  also  avoids  the  distinctly 
inequitable  imposition  of  tax  on  property  passing  between  persons 
e.g.  spouses,  who  by  their  joint  efforts  have  produced  the  wealth 
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or  property  in  the  first  instance. 

A  discussion  of  the  place  of  the  tax  unit  in  the  allocation  of  the  tax  burden 
according  to  some  equitable  formula  essentially  involves  two  questions.   The  first 
is  the  determination  of  the  size  and  nature  of  the  units  to  be  selected.   The 
second  is  to  determine  a  solution  to  the  difficult  problem  of  choosing  the  proper 
degree  of  differentiation  between  units  of  varying  marital  status,  size,  quantum 
of  income  and  sources  of  income.   The  following  section  will  deal  with  the  question 
of  the  composition  of  the  unit  which  will  be  followed  by  a  section  on  the  problem 
of  differentiation. 

Composition  of  the  Unit 

Blum  and  Kalven  have  argued  that: 

"Different  solutions  to  the  unit  problem  will  produce  marked 
differences  in  the  allocation  of  the  tax  burden.  Yet  there  seem 
to  be  no  criteria  for  deciding  whether  the  unit  ought  to  be  the 
individual,  the  marital  community,  the  family  or  some  other  com- 
bination of  persons. "(16) 

Although  it  is  unquestionable  that  there  is  great  difficulty  in  choosing  the 

proper  combination  or  composition  of  tax  unit  it  is  also  true  that  the  decision  is 

perhaps  no  more  subjective  than  any  other  that  must  be  made  in  formulating  a  tax 

system.  While  no  doubt  the  difficulties  are  substantial  it  is  suggested  there  are 

a  number  of  general  criteria  to  which  one  may  resort  in  order  to  arrive  at  a 

reasonable  formulation.   It  is  suggested  that  there  are  four  basic  criteria  as 

follows: 

1.  The  extent  to  which  various  groups  pool  income  with  a  corrollary 
view  of  the  beneficiaries  of  expenditures  by  those  groups  or, 
indeed,  from  the  saving  of  income  within  the  group; 

2.  Given  the  objective  of  neutrality  in  a  tax  system,  the  effect 
that  requiring  aggregation  of  income  amongst  members  of  a  group 
will  have  on  the  social  relationships  and  life  patterns  of 
individuals  and  groups  in  society; 
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3.  The  consistency  of  the  tax  system  in  its  other  provisions 
given  the  adoption  of  alternative  tax  units; 

4.  The  administrabillty  of  the  system. 

The  Test  of  Economic  Mutuality 

Historically  there  have  been  sharply  divergent  attitudes  on  the  rationale 

for  the  choice  of  the  individual  or  some  unit  larger  than  the  individual  as  the 

unit  of  assessment  for  tax.   Several  factors  have  been  involved  in  the  dispute 

not  the  least  of  which  has  been  a  debate  over  the  significance  of  legal  title  to 

income  in  determining  the  selection  of  tax  units.   The  argument  for  retaining  the 

individual  as  the  only  unit  of  taxation  has  been  put  as  follows: 

"The  rationale  for  the  original  selection  of  an  individual  as  the 

basis  for  the  imposition  of  income  tax  seems  to  be  that,  on  some 

philosophic  basis,  there  is  a  sort  of  presumed  equality  among 

individuals,  and  that  a  prima  facie  case  can  be  made  for  the 

taxation  of  the  income  (and  capital)  of  each  individual  as  a 

separate  and  distinct  entity,  and  without  significant  reference 

to  the  income  and  wealth  of  any  other  party.   According  to  this 

line  of  thought,  income  and  liability  for  tax  are  essentially       .   . 

individual  characteristics,  much  like  an  individual's  civil  rights." 

According  to  that  line  of  argument  the  system  accurately  focuses  its  attention 
if  it  adopts  the  individual  alone  as  the  tax  unit  because  it  is  the  individual 
alone  who  is  the  "owner"  of  the  funds  which  carries  with  it  the  corrollary  right  to 
see  to  the  disposition  of  them  in  a  manner  uninfluenced  by  any  other  person. 

Groves  has  responded  to  similar  suggestions  in  the  following  way: 

"But  it  meets  the  plausible  answer  that  tax  measurement  is  a 

matter  of  ability  to  pay  and  economic  consequences  and  in  no  way   /ion 

curtails  the  privileges  of  citizenship  such  as  the  right  to  vote." 

Indeed,  it  seems  that  given  the  fact  that  the  income  tax  itself  is  artificial 
and  arbritrary  in  the  sense  that  it  is  man-made  and  therefore  man-determined,  the 
arguments  about  civil  rights  and  individuality  are  less  important  or  substantial 
than  is  the  question  of  determining  the  proper  measurement  of  ability  to  pay. 

However,  at  the  outset  one  must  note  that  critical  differences  in  unit  form 
may  result  depending  on  whether  one  chooses  as  the  measuring  stick  upon  which  to 
grade  the  actual  existence  of  economic  or  financial  units  the  tests  of  "pooling 


i 
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of  income",  "wealth  accumulation"  or  the  "beneficial  enjoyment"  of  either  or  both. 
Obviously,  different  circumstances  may  be  imagined  wherein  the  income  of  a  unit, 
while  pooled,  is  expended  disproportionately  for  the  benefit  of  only  one  or  more 
of  the  unit  members.   Similarly,  if  the  assumption  was  made  that  the  income  of  all 
Immediate  members  of  families  is  pooled,  it  is  quite  conceivable  that  the  portion 
thereof  saved  in  many  cases  will  be  used  exclusively  for  the  benefit  of  the  elder 
members  of  the  family  on  their  retirement.  Again,  an  inheritance  from  a  grand- 
parent may  be  saved  during  the  minority  of  a  dependent  child  and  used  only  after 
the  child  has  become  independant.  Or,  that  inheritance  may  be  viewed  as  being  some- 
thing outside  the  scope  of  a  pooling  arrangement,  to  the  extent  it  exists,  and  used 
primarily  for  the  ends  of  the  original  beneficiary.   In  fact,  there  may  be  legal 
restraints  on  the  manner  of  expenditure  of  such  funds,  not  unusual  in  matters  of 
trust  or  estate  income. 

On  the  other  hand,  one  member  of  the  unit  may  be  the  sole  income  producer 
and  yet  expend  those  funds  for  the  benefit  of  others  as  well  as  himself.   It  must 
also  be  recognized  that  the  mere  evidence  of  legal  title  to  an  asset  is  insufficient 
to  determine  the  benefits  derived  therefrom  ....  witness  the  benefits  derived 
from  the  family  home  or  automobile  regardless  of  legal  title  to  it. 

Yet  to  argue  that  one  really  cannot  share  income  without  also  sharing  the 

(19) 
use  of  the  services  or  assets  purchased  with  that  income     misses  the  point  since 

in  one  sense  the  mere  contribution  of  the  income  to  a  common  pool  has  increased  the 

financial  power  of  that  pool  even  though  it  is  disbursed  disproportionately. 

Perhaps  the  outstanding  factor  to  be  taken  into  account  is  that  we  are  here 

concerned  with  an  income  tax  system  which  is  intended  to  allocate  the  burden  of 

taxation  consistently  with  its  description  i.e.  income  is  the  sole  test  of  capacity 

even  taking  into  account  the  non-taxation  of  income  from  certain  sources  and  the 

allowance  of  deductions  for  certain  expenditures  which  might  be  considered  of  a 

personal  nature.   If  some  form  of  expenditure  tax  were  adopted,  a  view  of  the 

benefits  derived  from  the  pool  would  perhaps  be  more  relevant  since  the  expenditures 
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could  more  easily  be  related  to  the  benefits  accruing  to  the  unit  members  and  the 
unit  rate  would  take  into  account  the  current  beneficiaries  from  time  to  time. 
Similarly,  the  savings  component  of  current  income  would  be  taxed  or  withdrawn 
taking  into  account  only  the  individuals  who  would  then  be  the  beneficiaries. 
However,  until  some  such  form  of  taxation  replaces  the  income  tax  it  makes  little 
sense  to  use  a  test  other  than  the  pooling  of  income  (in  the  sense  of  the  avail- 
ability of  income,  not  its  expenditure)  as  the  primary  test  for  determination  of 
alternative  units.  That  is  not  to  say  that  the  sharing  of  benefits  from  the  pool 
i.e.  the  spending  unit,  is  not  an  appropriate  test  in  determining  the  validity  of 
the  income  approach  to  unitization,  for  it  is  plain  that  except  in  extremely  polar    | 
cases  the  income  that  is  pooled,  normally  will  be  expended,  if  not  directly,  at 
least  generally  or  indirectly,  for  the  benefit  of  all  of  the  members  of  the  pool. 
This  is  most  particularly  appropriate  in  the  case  of  spouses  and  dependent  children. 

Similarly,  one  of  the  criteria  historically  and,  in  the  view  of  the  writer, 
accurately  used  in  the  debate  on  the  issue  of  choice  of  alternative  tax  units  has 
been  the  extent  to  which  members  of  the  available  alternative  units  share  in  the 
making  of  decisions  on  the  extent  and  form  of  expenditures  and  saving  of  pooled 
funds.   This  has  been  an  important  factor  in  the  determination  of  the  existing 
social  and  economic  units  of  society  and  therefore  must  be  an  important  factor  in 
the  determination  of  the  size  and  extent  of  the  tax  units. 

Furthermore  one  must  recognize  the  peculiar  situation  which  occurs  where 
an  individual  owes  either  a  legal  or  moral  obligation  for  the  support  of  another 
(for  instance  in  the  case  of  a  parent  for  a  child,  a  husband  for  a  wife,  or  indeed 
a  spouse  for  a  spouse) .   To  the  extent  that  the  obligee  earns  income  or  has  independan 
means,  it  may  be  said  that  he  uses  same  or  at  least  has  same  available  for  use  in 
such  a  manner  as  to  relieve  the  obligor  of  the  need  for  financial  outlay.   In  a 
sense,  there  is  an  economic  mutuality  present  in  that  the  financial  burden  of  the 
obligor  has  been  reduced.   While  this  is  not  pooling  in  the  sense  of  an  actual 
combination  of  funds  in  a  bank  account  it  may  be  construed  nevertheless  as  pooling 
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in  the  sense  of  an  effective  sharing  of  responsibilities  therefore  constituting 
a  benefit  to  the  obligor.   While  this  reasoning  is  not  without  its  difficulties  due 
to  the  usually  vague  nature  of  legal  and  moral  obligations  of  support,  it  presents 
itself  with  fairly  strong  substance. 

The  Test  of  Neutrality 

The  second  criteria  seeks  to  ensure  that  the  tax  system  is  neutral  socially, 
economically  and  politically  unless  very  strong  and  defined  reason  for  breach  of 
that  principle  is  present.   In  the  determination  of  appropriate  tax  units  there  are 
essentially  three  areas  of  concern  within  the  context  of  neutrality.   The  first  is 
the  question  of  whether  variously  defined  units  will  affect  the  ability  of  the 
members  of  the  units  to  enter  the  labour  force  or  remain  at  home,  without  penalty 
in  either  case.   As  will  be  seen,  this  is  predominantly  of  concern  in  the  case  of 
wives  and  children.   Secondly,  is  the  question  of  whether  the  adoption  of  spouses 
as  a  tax  unit  would  lead  to  a  "tax  on  marriage"  which  would  give  preference  to 
living  in  "sin"  as  opposed  to  accepting  the  more  traditional  and  conventional  means 
of  living  together  i.e.  marriage.  The  third,  is  the  effect  that  adoption  of  a 
unit  larger  than  the  individual  would  have  on  transfers  of  property  amongst  the 
members  of  that  unit  or  indeed  other  units. 

One  may  use  the  question  of  the  future  of  the  marital  institution  as  an 

example.   It  is  unquestionably  the  consensus  of  expert  and  other  disinterested 

opinion  that  neither  the  morals  of  the  nation  or  the  propensity  of  persons  to  get 

married  and  stay  married  are  critically  at  stake  in  any  solution  to  the  tax  unit 

problem  whether  it  be  adoption  of  the  individual,  the  family  or  the  spouses  as  the 

unit.      In  the  United  Kingdom  the  Royal  Commission  on  the  Taxation  of  Profits 

and  Income  made  the  following  comments : 

".  .  .we  are  skeptical  of  the  suggestion  that  men  and  women 
are  in  fact  dissuaded  from  marriage  by  any  such  nice  calculation 
of  the  financial  odds.   In  the  nature  of  things  it  is  impossible 
to  establish  or  reject  it  by  any  concrete  evidence,  nor  would 
there  be  any  value  in  isolated  instances  of  what  might  well  be 
an  altogether  exceptional  prudence.   In  the  circumstances  we  think 
it  sufficient  to  record  our  view  that  the  reasons  that  impel  men 
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and  women  to  prefer  marriage  to  more  casual  associations  are 
many  and  powerful  and  that  the  present  treatment  of  the  income 
of  married  couples  for  the  purpose  of  tax  is  not  more  likely  to 
lead  people  away  from  matrimony  than  to  tempt  them  into  it."  ^ 

Nevertheless,  it  has  been  suggested  that  the  matter  should  not  be  dismissed 

(22) 
as  mere  feminist  sentiment     and  as  has  been  seen  the  Carter  Commission  felt 

compelled  to  recommend  that  until  a  couple  has  a  natural  born  child  or  a  marriage 

(23) 
lasts  five  years,  tax  free  transfers  in  the  family  unit  be  restricted.      The 

writer,  as  will  be  seen,  accepts  the  validity  of  the  consensus  that  adoption  of  a 

tax  unit  larger  than  the  individual  will  not  affect  the  neutrality  of  the  system. 

Undoubtedly,  however,  there  could  come  a  point  where  the  burden  of  taxation  and 

disproportionate  special  allowances  or  exemptions  within  the  system  would  begin  to 

affect  the  very  fabric  of  the  social  order.   For  example,  if  a  single  person  were 

taxed  at  a  rate  one-tenth  that  of  a  married  couple,  with  the  identical  aggregate 

income,  it  is  not  unlikely  that  many  people  might  hesitate  before  marrying,  choosing 

rather  some  less  formal  mode  of  association.   At  that  point  the  differential  may 

have  reached  such  proportions  as  to  override  other  considerations  in  making  the 

decision.   As  the  differentials  reduce,  however,  the  tax  system  becomes  more  neutral 

in  these  terms  ^^d   less  likely  to  be  of  influence.   Similarly,  if  significant  tax 

barriers  were  placed  in  the  way  of  transfers  of  property  between  members  of  the 

nuclear  family  it  is  unquestionable  that  the  pattern  of  such  transfers  would  be 

affected,  at  least  inter  vivos. 

Therefore,  one  can  observe  that  at  least  in  polar  cases  the  tax  system  can 

have  an  effect  on  the  societal  structure  but  that  its  effect  diminishes  with  the 

mitigation  of  differences  in  burden.   Hence,  unless  it  is  to  be  definitive  government 

policy  to  attempt  to  affect  the  form  and  number  of  social  units  extant  in  the 

Canadian  society,  and  it  is  determined  that  the  tax  system  is  the  most  appropriate 

manner  in  which  to  accomplish  that  goal,  then  the  government  must  inevitably  resolve 

reasonably  the  tensions  which  the  various  provisions  of  the  tax  system  may  create. 

In  doing  so  the  framers  of  tax  policy  must  be  socially  conscious  in  their  tasks, 

else  unintended  ramifications  are  sure  to  result. 
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A  policy  decision  in  this  social  context  must  bear  scrutiny  on  another  level 
as  well.   One  need  only  engage  in  the  study  of  taxation,  whether  in  practice  or 
otherwise,  for  a  short  period  of  time  to  discover  the  propensity  of  many  taxpayers 
at  all  levels  of  income  to  attempt  to  avoid  the  payment  of  tax  as  much  as  possible. 
Rationalizations  of  the  use  of  avoidance  techniques  or  even  outright  evasion  are 
common.   They  range  from  justification  on  the  grounds  of  governmental  oppression 
and  confiscatory  policy  to  ignorance  of  the  system  to  simply  being  one  of  the  crowd 
who  is  doing  it. 

The  self  assessing  system,  currently  in  use,  therefore  requires  a  gentle 
balancing  of  the  revenue  requirement  and  the  relative  contentment  of  the  populace. 
Overstepping  the  thin  line  of  balance  may  lead  to  discontentment,  frustration  and 
anger.   The  result  may  be  non-cooperation  and  increased  tax  evasion  which  in  itself 
in  many  ways  is  self-proliferating.   Therefore,  subject  to  ethical  constraints  the 
tax  system  must  correspond  as  far  as  possible  to  current  social  attitudes,  customs 
and  practises.   It  is  unlikely  that  any  tax  will  be  universally  popular  or  accept- 
able but  discretion  is  nevertheless  a  virtue  to  be  cultivated  by  tax  policy  planners, 

The  Test  of  Internal  Consistency 

It  is  clear,  as  has  been  indicated  earlier,  that  the  distribution  of  the 
ultimate  tax  burden  is  a  function  of  four  variables;  the  tax  base,  the  tax  period, 
the  rate  structure  and  the  unit  of  liability.   The  definition  of  each  of  those 
variables  will  have  important  effects  on  the  taxpayer.   For  instance,  the  current 
exclusion  of  gifts  and  inheritances  from  the  tax  base  obviously  places  a  lighter 
tax  burden  on  those  with  income  from  such  sources  than  on  taxpayers  with  identical 
amounts  of  earned  income  or  income  otherwise  recognized  by  the  system.   Similarly, 
if  gifts  and  inheritances  were  included  in  taxable  income,  but  taxed  at  a  pre- 
ferential rate,  this  source  of  income  would  still  give  advantage  to  one  taxpayer 
over  another.   Obviously,  the  concepts  of  horizontal  and  vertical  equity  as 
objectives  will  have  been  Ignored. 
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The  same  interaction  of  unit  choice  and  the  extent  of  the  tax  base  is  readily 
apparent  if  one  compares  identical  units,  each  with  income  from  different  sources. 
As  in  the  preceding  paragraph  income  from  non-taxed  sources  will  confer  tax  bene- 
fits on  the  recipient  unit  when  compared  to  a  unit  with  equal  income  but  different 
source. 

Similarly,  the  impact  of  restricting  the  units  of  liability  to  the  individual 
alone  has  been  previously  mentioned.   It  will  also  become  apparent  as  the  discussion 
progresses  that  wide  variations  in  tax  liability  may  occur  notwithstanding  the 
introduction  of  larger  tax  units  depending  on  the  type  of  rate  structure  instituted. 
For  example,  suppose  one  of  the  units  adopted  were  that  of  husband  and  wife.   Then, 
if  for  the  purposes  of  determining  the  marginal  rate  of  tax  to  be  applied,  the  incomes 
of  the  spouses  were  simply  aggregated,  the  tax  liability  would  be  significantly  and 
inevitably  greater  than  if  the  rate  structure  were  such  as  to  allow  a  post-aggregation 
income  split  between  them. 

Therefore,  at  all  times,  a  certain  overview  of  the  system  must  be  maintained 
which  allows  judgments  in  one  area  of  policy  to  be  made  rationally  in  terms  of  the 
effects  on  another  related  area  of  the  system.   However,  having  noted  that  caveat 
it  is  required  that  one  also  acknowledge  that  in  many  fields  of  tax  reform  or  policy 
two  of  the  variables  may  have  closer  connection  with  each  other  than  with  the  third. 
In  a  study  of  tax  units  that  is  certainly  the  case.   Here  the  relationship  of  the 
rate  structure  to  the  selected  unit  is  all  important.   The  definition  of  the  tax 

base,  while  lurking  in  the  shadows,  is  of  lesser  concern  in  selecting  the  unit. 

(24) 
Indeed,  some  have  gone  so  far  as  to  assert  that  it  is  of  no  assistance  at  all. 

Perhaps,  it  would  be  helpful  at  this  point  to  anticipate  the  evaluation  of 

the  current  Canadian  system  with  one  example  of  the  relationship  between  rate  and 

units  with  some  emphasis  on  the  detail  of  the  causes  for  distortion  if  the  two  are 

not  in  harmony.   The  following  table  indicates  the  tax  consequences  of  the  earning 

of  an  income  of  $17,500  in  three  alternative  circumstances,  i.e.  by  one  taxpayer, 

by  two  taxpayers  and  by  three  taxpayers.   The  taxes  payable  in  each  case  may  be 

reported  as  follows: 
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TABLE' 

»"-'/ 

Group 

Income 

Deductions 

Taxable 
Income 

Federal 

Tax 

Federal  Tax  plus 
Provincial  tax 
at  35%  of  Federal 

Group  1: 

$ 

$ 

$ 

$ 

$ 

Taxpayer 

A 

20,000 

1,806 

18,194 

4,521 

6,103 

Group  2: 

Taxpayer 

B 

10,000 

1,806 

8,194 

1,547 

2,088 

Taxpayer 

C 

10,000 

1.806 

8.194 

1.547 

, 

2,088 

Total  for 

Group: 

20,000 

3,612 

16,388 

3,094 

■ 

4,176 

Group  3: 

Taxpayer 

D 

6,667 

1,806 

4,861 

776 

1,047 

Taxpayer 

E 

6,667 

1,806 

4,861 

776 

1,047 

Taxpayer 

F 

6,667 

1.806 

4.861 

776 

1.047 

Total  for 

Group : 

20,000 

5,418 

14,583 

2,328 

3,142 

Quite  evidently  the  spreading  of  income  between  several  taxpayers  produces 
marked  reductions  in  the  tax  payable  collectively  by  the  various  groups.   Splitting 
the  income  between  two  taxpayers  reduced  taxes  by  $1,927  which  is  a  32%  reduction, 
while  the  tripartate  split  lowered  them  a  further  17%.   In  other  words, taxpayer 
B  and  C  collectively  would  pay  68%  of  the  taxes  paid  by  taxpayer  A  alone  on 
equivalent  income,  while  taxpayers  D,  E  and  F  would  pay  approximately  51%  of  A's 
tax  bill  on  equivalent  income.   It  is  interesting  to  note  that  because  the  provincial 
tax  assumed  was  a  flat  proportionate  rate  (as  indeed  it  is  in  all  provinces  but 
Quebec)  the  distortion  was  not  aggravated  by  provincial  taxes. 

The  first  income  split  is  obviously  the  most  valuable,  with  further  splits 
reducing  the  tax  by  decreasing  percentages.  This  result  occurs  for  two  reasons. 
First  the  marginal  rates  applied  to  the  already  split  income  are  disproportionally 
lower.   Secondly,  the  second  split  reduced  the  income  by  only  33  1/3%  whereas  the 
first  split  reduced  the  income  by  50%.   It  should  then  be  noted  that  the  result 
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of reduced  tax  for  the  differently  composed  groups  occurred  for  two  reasons : 

1.  The  applicable  marginal  rates  of  tax  decreased  as  the  income 
was  proliferated  amongst  the  various  taxpayers.   Indeed  that 
is  the  very  essence  of  a  progressive  tax  system  involving 
marginal  rates  of  tax  which  ensures  a  higher  ratio  of  tax  to 
income  as  income  increases ;  and 

2.  With  lesser,  yet  significant  effect,  the  number  and  hence  the 
quantum  of  personal  deductions  available  to  offset  income  in 
arriving  at  taxable  income  increased  with  the  proliferation  of 
the  income  earners.   In  effect  this  amounted  to  a  further 
reduction  of  the  applicable  marginal  rates  applied  to  the  income 
and  may  accurately  be  viewed  in  that  manner.   It  is  important 

to  maintain  a  feel  for  this  concept  of  the  place  of  deductions 
and  exemptions  in  reducing  rates  depending  on  distribution  of 
income  amongst  taxpayers,  particularly  in  reference  to  a  family 
situation. 
In  dealing  with  financially  independent  individuals  the  phenomenon  just 
described  is  as  it  should  be.  There  is  no  principle  of  law  or  economics  which 
would  dictate  that  such  persons  be  dealt  with  on  other  than  an  individual  basis 
and  no  one  has  seriously  suggested  that  the  system  should  be  otherwise.   Undoubtedly, 
in  those  circumstances  the  results  are  widely  conceded  to  be  quite  correct.   The 
point  of  the  exercise,  however,  is  to  show  the  very  marked  relationship  which  exists 
in  a  progressive  tax  system,  dependant  on  graduated  marginal  rates  of  tax,  between 
the  definition  of  the  taxpaying  unit  and  the  rates  of  tax  as  they  affect  the 
ultimate  tax  burden  borne. 

Lastly  under  the  heading  of  internal  consistency  one  might  observe  that  the 
quantum  of  the  government's  revenue  need  is  related  to  the  issue  of  the  definition 
of  tax  units  since  that  definition  may  itself  affect  the  amount  of  revenue  derived 
by  the  government  from  the  system. 
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The  Test  of  Admlnlstrabillty 

The  need  for  a  tax  system  which  is  capable  of  being  administered  relatively 
efficiently  requires  little  amplification.  Although  sometimes  the  difficulty  or 
ease  of  the  administrative  aspects  of  the  tax  system  are  resorted  to,  or  even 
exaggerated,  in  order  to  shield  the  inarticulate  major  premises  of  a  particular 
tax  reform  proposal  e.g.  satisfying  a  vested  interest  or  special  interest  group, 
it  nonetheless  deserves  consideration  in  any  policy  discussion.   The  selection  of 
the  alternative  taxpaying  units  should  take  into  account  the  difficulty  their 
existance  will  produce  for  the  revenue  authorities  as  well  as  the  difficulty  of 
the  demands  their  existance  will  place  on  taxpayers. 

As  has  been  previously  indicated  the  requirements  of  a  self -assessing  system, 
already  complex  in  nature,  must  be  understandable  in  order  to  ensure  compliance. 
The  public,  particularly  the  vast  majority  of  taxpayers  who  are  wage  earners,  should 
not  be  presented  with  complexity  and  sophistication  beyond  the  reach  of  anyone 
but  an  accountant.   Here,  again,  a  proper  balance  must  be  maintained.   Therefore, 
it  may  be  necessary  to  make  compromises  and  trade-offs  from  ultimate  principle  in 
order  to  reach  a  satisfactory  and  administratively  feasible  classification  of  tax 
units  within  the  tax  system. 

In  short,  it  is  nonsensical  to  devise  a  system  involving  administrative  costs 
disproportionate  to  the  revenue  gain.   Furthermore,  it  is  obvious  that  the  tax 
avoidance  propensity  is  fed  by  apparently  arbritrary  or  incomprehensible  requirements 
on  taxpayers.   These  are  therefore  to  be  studiously  avoided. 

THE  SYSTEM  BEGINNING 

Brief  Application  of  Criteria 

It  is  the  opinion  of  the  writer  that  the  family  unit  as  well  as  the  individual 

should  be  the  units  of  liability  for  assessment  of  the  personal  income  tax.  A 

detailed  defense  of  that  opinion,  based  on  the  criteria  and  principles  set  forth 

to  this  point,  follows  hereafter.   In  a  nutshell,  however,  the  reasons  for  this 


I 
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conclusion  may  be  summarized  for  convenience  at  this  point  as  follows: 

1.  The  family  and  the  Individual  are  the  prevalent  Institutions 
of  society  both  In  social  and  economic  terms.  Marriage  Is  a 
partnership  which  should  be  recognized  as  such  and  dependent 
children  are  temporary  adjuncts  to  that  partnership; 

2.  Therefore,  If  a  tax  Is  to  be  assessed  on  the  basis  of  the 
principals  of  neutrality  and  equity  previously  discussed  the 
family  must  be  recognized  as  having  taxpaylng  capacity; 

3.  Non-recognltlon  of  the  family  gives  undue  preference  to  family 
units  with  more  than  one  earner  as  opposed  to  family  units  either 
having  only  one  earner  or  having  an  unequal  distribution  of 
Income  amongst  members  of  the  unit; 

4.  Tax  free  transfers  of  property  are  desirable  between  spouses 

and  between  parents  and  dependent  children  during  their  dependency 
and  to  the  extent  that  such  property  is  Income  bearing  such 
transfers  lead  to  inequities  because  of  the  resulting  income 
splitting.   Furthermore,  with  the  advent  of  provincial  property 
laws  which  may  allow  or  compel  sharing  of  property  amongst 
spouses  the  tax  system  should  facilitate  such  laws  at  the  same 
time  that  it  should  not  allow  persons  having  property  regimes 
which  encompass  sharing  to  benefit  at  the  expense  of  those 
persons  who  have  property  regimes  which  do  not  encompass  sharing. 
Furthermore,  the  income  tax  system  should  not  tolerate  the 
ramifications  of  Income  splitting  on  earned  Income  while  it 
allows  Income  splitting  on  Income  from  property;  and, 

5.  Facilitation  of  the  equalization  of  women  in  the  society  will 
be  enhanced  If  present  barriers  in  the  Income  tax  svstem  are 
removed.   This  objective  may  be  more  effectively  accomplished 
by  ensuring  that  the  tax  system  is  more  neutral  as  between  a 
married  woman  who  is  earning  Income  and  one  who  is  not. 
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Rates  and  Relativity 

"Our  investigation  has  led  to  the  view  that  the  unit  of  taxation 
is  less  Important  than  the  method  of  treating  the  unit  in  the 
scheme  of  graduation. "(26) 

That  was  the  concise  but  accurate  conclusion  of  the  British  Royal  Commission 

on  Taxation  of  Profits  and  Income.   Indeed,  in  the  end  result  the  system  of  taxation 

adopted  must  equitably  distribute  the  burden  of  taxation  on  the  adopted  units 

relative  to  other  units  and  to  individuals.   The  resolution  of  this  task  depends  on 

the  Interplay  of  three  functions. 

1.  The  definition  of  the  scope  and  size  of  the  unit  or  units 
which  has  been  dealt  with  above  and  will  be  treated  in  more 
detail  shortly; 

2.  The  extent  of  differentiation  to  be  applied  between  units  by 
way  of  adjustments  of  rate  or  exemptions  to  take  into  account 
the  differing  ability  to  pay  of  units  of  equal  income  but 
different  composition  in  terms  of  marital  status  and  size  as 
well  as  the  appropriate  differential  to  be  applied  between 
such  units  of  unequal  Income.   A  detailed  discussion  follows; 

3.  The  extent  to  which  the  incomes  of  members  of  the  units  are 
aggregated  for  the  purpose  of  determining  tax  paying  capacity. 
This  Involves  questions  both  as  to  which  sources  of  income  are 
to  be  aggregated  and  the  amount  or  quantum  of  income  from  each 
source  to  be  aggregated  i.e.  the  definition  of  the  tax  base. 

The  problem  of  defining  the  tax  base  of  the  unit  selected  basically  Involves 
a  resolution  of  three  areas: 

1.  The  treatment  to  be  afforded  Imputed  income  arising  from  house- 
hold services; 

2.  Whether  to  include  Income  from  all  sources,  only  sources  which 
do  not  arise  from  earnings  through  labour  or  only  a  portion  of 
earned  Income  plus  Income  from  all  other  sources.   This  problem 
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will  be  treated  along  with  the  detailed  discussion  of  unit 
choice,  Infra. 
3.  Whether  or  not  to  Include  gifts  and  Inheritances.   This  will 
be  dealt  with  at  the  outset  of  Chapter  4. 
These  three  Issues  of  the  multitude  of  Issues  Involved  In  determining  the 
extent  of  the  tax  base  are  the  ones  most  directly  relevant  to  a  discussion  of  the 
taxation  of  the  family.   The  Immediately  following  section  of  this  study  treats  the 
problem  of  imputed  Income  In  order  to  provide  the  necessary  perspective  and  back- 
ground to  the  question  of  relative  differentials  between  units. 

Imputed  Income 

(27) 
Imputed  Income  Is  more  easily  defined  by  example  than  by  formula. 

However,  generally  Imputed  Income  may  be  thought  of  as  Including  any  Income  or 
benefit  in  kind  which  does  not  constitute  the  result  of  a  market  transaction.   Thus, 
the  landlord  of  property  earns  income  by  way  of  rent  from  the  letting  of  that  property 
to  a  tenant.   That  is  the  result  of  a  market  transaction  and  the  rent  is  normally 
received  in  cash.   On  the  other  hand,  a  person  who  owns  his  own  home,  and  occupies 
it  has  imputed  Income  I.e.  the  profit  on  the  rental  Income  he  has  foregone  by 
choosing  to  own  and  occupy  his  house  rather  than  to  tent  it.   Another  way  of  express- 
ing the  same  concept  is  that  he  has  Imputed  income  to  the  extent  of  the  value  of 
the  flow  of  services  (satisfaction)  from  his  ownership. 

Indeed  all  persons  receive  imputed  income  when  they  provide  services  or 
goods  to  themselves.   Therefore,  given  the  definition  of  a  tax  unit,  that  unit  will 
receive  imputed  Income  in  the  event  that  any  member  of  the  unit  provides  services 
to  that  unit.   Given  the  criteria  of  horizontal  and  vertical  equity  the  tax  base 
is  deficient  if  it  does  not  measure  the  taxpaying  capacity  of  the  unit  taking  into 
account  its  Imputed  Income.   In  terms  of  a  discussion  of  the  family  the  most  serious 
omission  relates  to  the  imputed  Income  derived  by  the  family  from  the  services  of 
the  housewife/mother  engaged  in  full-time  household  activities  as  opposed  to  full- 


-  95  - 
time  market  place  activities. 

Unquestionably,  an  ideal  tax  system  would  take  into  account,  measure  and 
tax  the  imputed  income  of  the  defined  tax  unit.   In  reality  very  few  forms  of 
imputed  income  have  been  included  in  the  tax  base  in  any  taxing  jurisdiction  and 
one  might  predict  with  a  reasonable  degree  of  certainty  that  the  situation  is 
unlikely  to  change.   It  is  important  to  understand  the  reasons  which  seem  to 
prevent  the  inclusion  of  imputed  incomie  in  the  income  tax  base.  The  problems  are 
these: 

1.  It  is  difficult  to  define  comprehensively  all  forms  of  imputed 
income.  For  example,  it  is  easily  enough  determined  that  pro- 
ductive leisure  such  as  gardening  to  produce  a  vegetable  supply 
for  one's  consumption  gives  rise  to  "income"  for  the  tax  unit 
but  it  is  far  less  simple  to  comprehend  that  non-productive 
leisure  such  as  gardening  for  psychic  satisfaction  also  produces 
an  imputed  income; 

2.  There  is  inevitably  a  difficulty  in  placing  a  realistic  or 
acceptable  valuation  on  the  amount  of  income  derived  from  the 
particular  activity.   For  example,  it  may  be  relatively  simple 
to  measure  the  benefit  derived  by  the  owner /occupier  of  his 
home  (although  even  that  is  subject  to  challenge)  but  how  does 
one  value  the  subjective  enjoyment  to  be  derived  from  working 
on  one's  automobile  or  living  three  minutes  closer  to  one's 
place  of  employment  than  another  taxpayer  lives  to  his  place 
of  employment ; 

3.  There  is  and  always  has  been  a  marked  reluctance  on  the  part 
of  the  populace  to  accept  the  notion  that  non-cash  non-market 
transactions  give  rise  to  income; 

4.  Very  often  the  monetary  valuation  placed  on  personal  services  or 
other  forms  of  imputed  income  would  be  so  small  as  to  not  just- 
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ify  the  administrative  costs  of  including  or  attempting 
to  include  such  gains  in  the  revenue  base. 

Nevertheless,  exclusion  of  imputed  income  from  the  tax  base  can  offend  not 
only  the  principals  of  equity  previously  expounded  but  also  the  principal  of 
neutrality.   Omission  of  imputed  income  from  the  tax  base  must  give  a  bias  to  the 
enjoyment  of  leisure  at  the  expense  of  productive  activities.   Put  another  way 
the  bias  would  be  towards  earning  or  increasing  one's  economic  power  through  the 
provision  of  services  or  goods  to  one's  self  rather  than  the  purchase  of  such 
services  or  goods  in  the  marketplace,  having  first  earned  the  income  with  which  to 
make  the  purchase.   As  will  be  seen  the  non-taxation  of  imputed  income  from  house- 
hold services  arguably  has  that  effect  on  housewives  under  the  current  Canadian 
tax  system. 

Given  the  problems  involved  in  including  imputed  income  in  the  tax  base 
there  are  four  possible  solutions: 

1.  To  include  in  the  tax  base  only  those  items  which  are  admin- 
istratively feasible.   This  would  include  those  items  such  as 
owner /occupied  housing  which  have  large  income  components  at 
the  same  time  that  there  is  fairly  substantial  market  data 
available  to  support  valuation; 

2.  To  assess  arbritrarily  and  universally  into  the  tax  base  of  each 
individual  capable  of  having  a  particular  form  of  imputed  income 
an  arbritrary  amount  to  recognize  the  existence  of  that  income. 
Essentially  this  was  the  suggestion  of  Hartle  in  his  study  done 
for  the  Royal  Commission  on  the  Status  of  Women. 

3.  To  exclude  all  forms  of  imputed  income  from  the  tax  base;  and 

4.  To  provide  tax  deductions  or  tax  credits  to  taxpayers  who 
because  of  market  participation  give  up  imputed  income,  i.e. 
they  trade  a  taxable  form  of  income  (e.g.  wages)  for  a  non- 
taxable form  of  income  (e.g.  leisure). 
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One  might  deal  with  the  problem  in  two  other  ways.   The  first  would  be 
for  the  government  to  recognize  all  or  some  forms  of  imputed  income  as  contributing 
to  the  Gross  National  Product  of  the  country  (because  of  valuation  problems  it  is 
not  now  so  recognized)  and  pay  an  equivalent  amount  of  money  for  the  value  of  such 
services  to  those  people  who  render  them.   The  receipts  would,  of  course,  be 
taxable.   Obviously,  this  could  not  be  done  for  all  kinds  of  imputed  income  but  it 
is  perhaps  feasible  in  the  case  of  the  services  of  a  housewife.   Secondly,  it  may 
be  ensured  that  the  tax  system  does  not  contain  provisions  which  exacerbate  the 
distortion  by  providing  further  incentives  to  taxpayers  to  earn  income  in  imputed 
form  rather  than  in  equivalent  market  transactions.   As  will  be  seen,  this  is  one 
view  that  may  be  taken  of  the  personal  deduction  allowed  to  a  husband  supporting  a 
wife  without  income  or  a  wife  of  limited  income. 

Each  of  the  problems  and  each  of  the  solutions  must  then  be  viewed  in  a 
context  relevant  to  this  study.   If  one  recognizes  either  the  marital  or  family 
unit  as  appropriate  units  for  tax  assessment  then  one  must  also  deal  with  the  problem 
of  the  contribution  of  imputed  income  by  each  of  the  members  of  such  units  to  the 
unit's  income.   In  fact,  all  members  of  the  unit  will  contribute  imputed  income  of 
one  form  or  another  although  it  is  obvious  that  the  largest  component  will  be  the 
imputed  income  of  a  non-working  wife  engaged  in  full-time  household  activities. 
Efforts  to  quantify  the  value  of  such  activities  is  embryonic  and,  as  yet,  not 
sufficiently  advanced  to  be  considered  reliable.   However,  Appendix  E  to  this  study 
is  a  reproduction  of  a  table  which  attempts  to  estimate  the  average  annual  dollar 
value  of  the  time  contributed  by  various  members  in  all  household  work.   The  house- 
hold work  chosen  included  services  normally  engaged  in  by  family  members  and  the 
statistics  and  rates  reflect  those  for  equivalent  market  services  in  central  New 
York  State.   The  study  was  prepared  by  Catherine  E.  Walker  and  William  H.  Gauger, 

is  entitled  The  Dollar  Value  of  Household  Work  and  was  published  in  Social  Sciences  - 

(29) 
Consumer  Economics  and  Public  Policy  No  5  -  Information  Bulletin  60.      Several 

outstanding  generalizations  may  be  deduced  from  those  statistics: 


( 
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1.  In  all  households,  whether  the  wife  was  employed  or  not, 
and  whether  there  were  children  of  whatever  age,  the  con- 
tribution of  the  wife  in  monetary  value  was  greater  than 
the  contribution  of  all  other  family  members  combined; 

2.  The  contribution  of  a  wife  not  otherwise  employed  is  greater 
than  the  contribution  of  a  wife  who  is  employed; 

3.  Virtually  all  household  members  past  infancy  contribute 
household  services  to  the  unit. 

Obviously  the  provision  of  housekeeping  services  is  valuable  to  the  unit  if 
only  in  that  it  saves  the  necessary  expense  of  purchasing  those  services  in  the 
market  place.   Alternatively,  the  services  have  a  value  as  income  to  the  unit 
because  they  exist  and  in  terms  of  the  psychic  satisfaction  which  may  accrue  to  the 
provider  of  the  services  from  doing  them  himself  or  herself  rather  than  having 
someone  else  do  them.   While  that  statement  may  be  contested  by  some  women  it  will 
by  no  means  be  contested  by  all.   Certainly  from  the  point  of  view  of  the  husband 
and  children  of  the  family  the  value  of  the  housekeeping  services  should  be 
obvious,  at  least  to  anyone  who  has  attempted  to  do  such  services  himself. 

At  the  present  time  the  imputed  income  from  such  services  is  not  taxed. 
This  raises  two  significant  problems  along  the  lines  referred  to  earlier  in  more 
general  terms.   First,  those  units  which  have  larger  imputed  incomes  from  these 
sources  are  receiving  income  in  a  form  which  escapes  tax  whereas  units  which  do 
not  have  the  equivalent  amounts  of  such  imputed  income  or  are  having  to  purchase 
equivalent  services  in  the  market  place  nevertheless  continue  to  bear  identical 
tax  burdens  though  ability  to  pay  tax  has  been  reduced  relative  to  the  units 
which  have  larger  amounts  of  such  income. 

For  example,  assume  unit  A,  a  family,  and  unit  B,  a  family  of  equal  size, 
composition,  and  circumstances,  except  that  in  Unit  A  the  wife  is  a  non-working 
spouse  and  in  unit  B  the  wife  is  working.   Assume  further  that  as  a  result  of  the 
employment  of  the  wife  in  unit  B  that  unit  must  purchase  services  in  the  market 
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place  (a  cleaning  lady,  cook,  baby-sitter,  etc.)  to  compensate  for  the  reduced 
services  available  from  the  working  wife.   If  the  non-imputed  income  of  the  two 
units  is  equivalent  it  is  obvious  that  the  tax  imposed  on  unit  B  should  be  less 
than  the  tax  imposed  on  unit  A  since  unit  B  has  had  to  pay  for  the  services  other- 
wise provided  free  in  unit  A.   Under  the  current  Canadian  system  that  would  not  be 
the  case  since  the  additional  imputed  income  of  unit  A  is  not  taxed  and,  other  than 
minimal  amounts  of  employment  and  child-care  expenses,  the  additional  expenses  of 
unit  B  are  not  recognized  as  deductions  in  computing  income.  Thus,  the  rule  of 
equity  is  ignored  in  that  the  system  has  not  recognized  adequately  the  appropriate 
differences  in  taxpaying  ability  of  the  two  units. 

Secondly,  for  the  same  reasons  the  system  is  not  neutral.   Since  the  income 
of  unit  A,  after  payment  of  tax,  will  be  greater  than  the  income  of  unit  B,  after 
the  payment  of  tax  and  the  additional  expense  required  through  the  loss  of  some 
of  the  unit's  Imputed  income,  there  is  an  incentive  inherent  in  the  system  for  the 
spouse  in  unit  B  to  avoid  producing  income  for  the  unit  through  a  market  transaction 
i.e.  the  labour  force,  and  rather  to  provide  that  income  to  the  unit  through  the 
provision  of  household  services.   Indeed,  the  problem  is  even  more  significant 
given  the  fact  that  the  current  Canadian  Income  tax  system  provides  a  deduction  of 
$1,400  to  a  husband  who  has  a  wife  whose  income  for  the  year,  while  married,  does 
not  exceed  $300   .   For  each  dollar  of  income  in  excess  of  $300  earned  by  the 
spouse  there  is  an  equivalent  reduction  in  the  amount  of  deduction  available  to  the 
spouse  of  higher  income.   Thus,  for  a  spouse  earning  $301  the  deduction  available 

to  the  other  spouse  is  $1,399  the  deduction  being  completely  lost  when  the  spouse 

(31) 
of  lesser  income  earns  $1,700.       The  result  of  this  provision  is  to  impose  a 

rate  of  tax  on  the  income  of  a  spouse  between  $300  and  $1,700  equivalent  to  the 

highest  marginal  rate  of  tax  payable  by  the  spouse  with  the  higher  earnings  since, 

as  has  previously  demonstrated,  the  value  of  a  deduction,  and  hence  the  value  of 

its  removal,  is  equivalent  to  the  taxpayer's  highest  marginal  rates  of  tax  multiplied 

by  the  amount  of  the  deduction  itself.   Therefore,  there  is  a  distinct  disincentive 


-  100  - 

for  a  wife  (or  husband  if  he  is  the  spouse  of  lesser  income)  to  go  into  the  market- 
place to  earn  income  since  the  result  at  lower  levels  will  be  to  have  that  income 
taxed  at  rates  much  higher  than  should  apply  to  income  in  that  bracket. 

In  short,  the  spouse  who  is  likely  to  earn  the  lesser  income  in  the  unit 
is  faced  with  a  dilemma.   If  the  spouse  chooses  to  work  in  the  home  rather  than 
outside  of  the  home  the  imputed  income  derived  will  not  be  taxed.   If  on  the  other 
hand  that  spouse  goes  into  the  market  place  to  earn  income  through  labour  she  is 
faced  with  not  only  a  tax,  but  a  tax  on  the  first  $1,700  of  her  income  at  the 
highest  marginal  rate  of  her  husband  which  inevitably  will  be  greater  than  the 
rate  of  tax  that  would  otherwise  apply  to  such  income.   Although  one  can  pose  this 
problem  in  terms  of  it  being  relevant  either  for  men  or  women,  reality  compels 
realization  that  essentially  the  problem  is  one  for  the  female  who  in  current 
society  is  normally  the  person  less  likely  to  command  a  job  in  the  market  place  or 
at  least  a  job  of  equivalent  pay  to  that  of  her  husband. 

However,  the  problem  can  be  stated  in  similar  fashion  for  the  income  of  the 
husband  or  children.   In  the  case  of  the  husband  certainly  there  is  imputed  income 
to  be  derived  from  his  household  services  but  tradition  and  convention  indicate 
that  for  the  husband  the  choice  is  relatively  simple.   In  the  society  he  is  expected 
to  work  outside  of  the  home  and  his  wife  is  expected  to  remain  in  the  home.   The 
non-taxation  of  his  imputed  income  therefore  probably  raises  less  of  a  problem  and 
less  of  an  inequity.   It  is  the  wife  who  bears  the  burden. 

The  children  of  the  unit  have  a  problem  more  similar  to  that  of  the  wife. 

In  the  case  of  a  child  a  deduction  of  either  $300  or  $550  is  allowed  in  the  Act 

(32) 
essentially  to  the  parent  upon  whom  the  child  is  wholly  dependant  for  support. 

The  amount  of  that  deduction  is  reduced  by  one-half  of  the  amount,  if  any,  by  which 

the  child's  income  for  the  year  exceeds  $1100,  in  the  case  of  a  child  under  16,  or 

in  the  case  of  the  deduction  of  $550,  for  a  child  16  or  over,  the  amount  by  which 

the  income  (not  one-half)  of  the  child  for  the  year  exceeds  $1,150.   Thus,  in  both 

(33) 
cases  the  deduction  is  fully  lost  when  the  child  earns  $1,700.      However,  once 
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again  tradition  and  convention  dictate  that  somewhere  around  high  school  age  in 
middle  class  families,  and  earlier  perhaps  in  families  of  lower  economic  circum- 
stances, the  child  is  expected  to  earn  in  the  market  place.  Additionally,  in  order 
to  prepare  the  child  for  the  future  rigours  of  the  market  place  it  is  more  con- 
ventional for  the  child  to  be  earning.   Thus  the  position  of  the  husband  and  child 
cannot  really  be  equated  to  that  of  housewife.  Therefore,  for  convenience  in  the 
remainder  of  this  discussion  the  problem  of  imputed  income  from  household  services 
will  be  referred  to  without  mention  of  the  problems  involved  in  the  imputed  income 
of  children  and  husbands. 

The  problem  then  is  obvious.   It  is  unlikely  that  the  tax  system  has  provided 
a  very  significant  or  insurmountable  barrier  to  the  entry  or  staying  power  of  women 
in  the  labour  force..   Social  convention,  education  and  tradition  likely  have  been 
far  more  significant.  Nevertheless,  in  short,  there  is  a  tax  bias  against  the 
entry  of  women  into  the  labour  force  as  well  as  an  inherent  distortion  of  and 
offence  against  the  concepts  of  horizontal  and  vertical  equity  in  that  the  imputed 
income  of  differently  circumstanced  units  is  not  taken  into  account.   In  this 
respect  the  system  works  to  the  disadvantage  of  single  people  and  families  all  of 
whose  members,  or  at  least  both  spouses  in  which,  are  employed.   The  substitute 
of  labour  force  income  for  imputed  income  replaces  a  non-taxable  source  with  a 
taxable  source.   However,  the  solutions  are  not  as  simple  as  the  exposition  of 
the  problem. 

The  Carter  Commission  adopted  the  solution  of  ignoring  the  problem  on  the 
grounds  that  only  by  recognizing  imputed  income  of  all  kinds  on  a  comprehensive 
basis  could  equity  be  done.   In  a  sense,  unlike  most  of  the  other  parts  of  the 
Carter  Commission  program,  it  resorted  to  a  solution  that  violated  both  the 
criteria  of  tax  equity  and  neutrality.      In  the  writer's  view  that  solution  is 
unacceptable  because  of  those  violations.   Once  again,  though  it  may  not  be  possible 
to  develope  an  absolutely  equitable  or  accurate  system,  that  in  itself  is  no 
justification  for  not  attempting  to  go  part  way  to  that  goal. 
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The  second  possible  solution  is  to  attempt  to  include  in  the  tax  base  the 
imputed  income  derived  from  a  housewife's  services  even  though  it  is  not  feasible 
administratively  to  include  other  forms  of  imputed  income.   The  essential  problems 
here,  of  course,  are  those  of  .valuation  and  popular  acceptance.   It  is  unlikely 
that  the  self  assessment  system  will  easily  accept  the  concept  of  including  in 
income  intangible  income  the  tax  on  which  must  be  paid  in  hard  dollars.   Further- 
more, there  is  simply  no  adequate  information  available  with  which  to  accurately 
or  even  reasonably  estimate  the  value  of  the  services  provided  by  housewives 
generally  let  alone  a  particular  housewife  in  particular  social  or  economic  cir- 
cumstances.  The  system  at  this  point  would  be  essentially  and  totally  arbritrary 
and  unacceptable  for  that  reason. 

The  third  solution,  as  proposed  by  Hartle  and  described  in  detail  (supra)  is 
to  include  in  the  income  of  every  individual  of  working  age  capable  of  employment 
an  arbritrary  amount  to  represent  the  imputed  income  of  that  individual  which  now 
escapes  tax.   Then  an  equivalent  amount  of  employment  income  would  be  made  deduct- 
able  so  as  to  ensure  that  there  would  be  no  penalty  on  substitution  of  market  income 
for  imputed  income.   The  Royal  Commission  on  the  Status  of  Women  for  whom  the  Hartle 
study  was  done  rejected  that  concept  on  the  basis  both  of  administrative  difficulty 
in  its  application  and  because  of  a  perceived  unfairness  in  imposing  a  tax  payable 
in  money  on  someone  who  earned  non-cash  income.   The  writer  concurs  with  the  find- 
ings of  the  Commission  for  those  reasons  but  more  so  because  the  Hartle  system  is 
itself  inevitably  arbritrary  in  its  determination  of  the  quantum  to  be  included  in 
income  and  because  such  arbritrary  imputations  of  income,  in  a  self-assessment 
system,  have  within  them  the  seeds  of  discontent. 

Rather,  the  writer  finds  sympathy  with  other  forms  of  solution.   Ideally, 
the  solution  would  be  for  the  government  to  recognize  the  provision  of  household 
services  by  housewives  as  contributing  to  the  Gross  National  Product;  as  being 
valuable;  and  as  being  the  contribution  of  these  persons  to  the  welfare  of  the 
country  which  in  turn  deserves  consideration  by  way  of  remuneration.   The  idea  of 
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payment  for  the  household  services  of  women  is  not  new  and  is  likely  to  be  more  at 
the  forefront  of  the  feminist  movement  as  time  goes  on.   Because  it  itself  is  an 
issue  of  great  complexity,  the  writer  expresses  no  opinion  on  the  advisability  of 
making  such  transfer  payments.   That   topic  itself  would  require  a  full  and  complete 
study  beyond  possibility  here.   However,  in  terms  of  the  perfection  of  the  income 
tax  system  it  would  be  an  ideal  solution  in  that  such  transfer  payments  would  pre- 
sumably be  taxable  and  therefore  would  be  recognized  as  part  of  the  income  of  the 
tax  units.   Thus,  they  would  be  brought  into  the  tax  base  and  both  horizontal  and 
vertical  equity  would  be  achieved.   Furthermore,  since  payment  would  be  received 
either  for  providing  services  in  the  home  or  out  of  the  home  the  principle  of 
neutrality  would  be  observed.   Of  course  there  would  still  have  to  be  recognition 
of  the  non-discretionary  additional  expenses  incurred  by  a  spouse  working  out  of 
the  home  in  order  to  earn  the  additional  income.   This,  of  course,  would  raise  the 
problem  of  defining  which  expenses  were  to  be  allowed  as  deductions  as  opposed  to 
those  that  were  considered  to  be  personal  and  living  expenses  and  therefore  not 
deductible  under  the  system. 

The  most  satisfactory  method  of  placing  the  units  with  and  without  working 
spouses  on  a  par  would  be  to  include  the  value  of  imputed  income  in  those  units. 
As  has  been  indicated,  it  is  with  regret  that  the  writer  concludes  that  adminis- 
trative considerations  prevent  that  solution  at  this  time.   Furthermore,  it  is 
unlikely  that,  at  least  for  the  time  being,  transfer  payments  will  be  made  to 
recognize  these  services.   Therefore,  the  problem  must  be  attacked  by  providing 
appropriate  deductions,  exemptions  or  credits  for  units  which  have  spouses  in  the 
labour  force  so  as  to  compensate  such  units  for  the  non-taxation  or  under-taxation 
of  imputed  income  in  units  which  do  not  have  such  participation.  The  Carter 
Commission  was  of  the  view  that  when  a  housewife  worked  outside  of  the  home  there 
is  some  additional  family  housekeeping  expense  resulting,  but  it  was  unlikely  that 
a  significant  portion  of  those  expenses  were  non-discretionary  and  therefore  to  be 
recognized  in  the  case  of  a  family  with  no  children.   It  was  the  Commission's  view 
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that  such  expenses  generally  represented  nothing  more  than  the  purchase  of  increased 

leisure  time  and  freedom  from  unpleasant  household  tasks  and  as  such  should  not  be 

(35) 
recognized  by  the  system,  since  imputed  income  generally  was  not  being  recognized. 

In  the  case  of  families  with  children  it  was  assumed  that  usually  there  were 
additional  non-discretionary  expenses  incurred  when  both  parents  worked  and  which 
required  recognition.   The  writer  supports  this  latter  assessment. 

In  summary,  the  system  should  recognize  the  non-discretionary  working  expenses 
of  any  wage  earner  just  as  it  recognizes  the  expenses  of  the  proprietor  of  a  business 
or  the  owner  of  income  producing  property.   The  difficulty  comes  in  drawing  the  line 
between  those  expenses  necessarily  involved  in  the  earning  of  employment  income  and 
those  which  are  more  properly  classified  as  personal  and  living  expenses  necessary 
to  living  but  not  necessarily  directly  related  to  the  earning  of  employment  income. 
Historically,  the  tax  system  has  responded  by  giving  much  more  favourable  treatment 
in  drawing  this  line  to  taxpayers  earning  business  or  property  income  than  to  tax- 
payers earning  employment  income.   The  "ideal"  system  might  be  adjusted  for  admin- 
istrative practicality  by  providing  a  general  allowance  to  account  for  working 
expenses  of  those  receiving  employment  income  which  could  be  expressed  as  a  per- 
centage of  the  income  earned  (on  the  theory  that  expenses  increase  with  employment 
income)  but  subject  to  a  minimum  and  maximum  amount.   As  will  be  seen,  the  Canadian 
system  currently  contains  such  a  provision  although  its  amount  and  limit  may  be 
questioned.   In  effect  such  a  deduction  represents  an  arbritrary  approximation  or 
at  least  a  mitigation  of  the  additional  costs  involved  in  earning  income.   Since 
it  would  be  available  to  housewives  who  enter  the  labour  force  it  would  in  some 
measure  provide  a  balance  to  the  non-inclusion  of  the  additional  imputed  income 
of  such  wives  as  did  not  work.   A  further  alternative  would  be  to  allow  an  employee 
to  itemize  and  deduct  the  expenses  necessarily  involved  in  the  earning  of  employment 
income  to  the  extent  that  such  itemization  would  allow  a  greater  deduction  than 
that  provided  by  the  standard  deduction.   The  writer  supports  that  approach  not- 
withstanding the  administrative  problems  that  it  would  cause.   However,  it  raises 
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an  issue  which  extends  beyond  the  scope  of  this  study  in  that  it  refers  to  all 
taxpayers  in  all  circumstances  and  not  directly  to  the  family. 

Furthermore,  the  system  should  contain  no  impediment  or  barrier  to  a  wife 
entering  the  labour  force.   The  principle  of  neutrality  requires  that  to  the  extent 
that  marital  status  is  recognized  in  the  form  of  a  deduction  or  credit  the  amount 
thereof  should  not  be  reduced  by  the  additional  earned  income  of  a  second  working 
spouse.   There  is  less  concern  about  such  allowances  being  reduced  in  the  event  of 
the  second  spouse  earning  property  income  but  the  principle  is  the  same.   The  purpose 

of  such  a  provision  is  to  recognize  that  given  equal  aggregate  income  a  unit  of  two 

( 'if.\ 
persons  has  less  taxpaying  capacity  than  a  unit  of  one  person.       Therefore,  the 

additional  earnings  of  the  second  earning  spouse  need  not  be  considered  to  relieve 

the  justification  for  the  provision  of  the  deduction  or  credit.   On  the  other  hand 

provision  of  a  deduction  or  credit,  in  recognition  of  marital  status,  which  is  not 

reduced  by  the  additional  income  of  a  second  earner  leads  to  the  anomaly  that  marriage 

of  two  persons  with  substantial  income  will  result  in  a  lower  tax  for  the  married 

couple  than  they  would  have  paid  in  aggregate  as  single.   That  is  the  reverse  of 

the  situation  which  should  obtain  i.e.  because  of  the  economies  of  cohabitation  the 

tax  burden  should  increase  (see  infra) . 

Thus,  if  the  individual  alone  remains  the  tax  unit,  the  current  system  which 

reduces  the  marital  status  deduction  in  the  event  of  a  second  income  should  either 

be  eliminated  or  restricted  to  reduction  in  the  event  of  non-earned  income.   This 

would  involve  a  trade-off  between  equity  and  neutrality  i.e.  in  order  to  be  neutral 

to  women  the  system  would  accept  the  anomaly  of  tax  saving  in  the  event  of  the 

marriage  of  two  earners.   However,  the  better  solution  would  be  to  unitize  spousal 

(or  family)  income,  provide  a  separate  rate  schedule  for  such  units  (at  lower  rates) 

and  for  individuals  (at  higher  rates)  and  remove  all  provisions  which  recognize 

marital  status.   Neutrality  would  then  be  occasioned  at  the  same  time  that  equity 

would  be  maintained.   These  concepts,  which  the  writer  advocates,  will  be  developed 

further  as  the  study  proceeds. 
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There  is  one  further  step  which  might  be  taken  in  order  to  make  more  neutral 
the  effects  of  the  under- taxation  of  imputed  income  in  tax  units.   That  would  be 
to  recognize  that  some  portion  of  the  earned  income  of  the  lower  earning  spouse 
should  be  exempted  from  tax  in  order  to  balance  the  non-inclusion  of  imputed  Income 
in  units  which  do  not  have  two  earners  and  which  therefore  have  increased  imputed 
income.   Or,  as  is  the  case  in  the  United  Kingdom  (supra)  a  credit  could  be  given 
based  on  the  lesser  of  the  earned  incomes  where  each  spouse  works.   This  credit 
might  take  the  form  of  a  percentage  of  the  earned  income  of  the  second  spouse  with 
a  minimum  say,  of  a  value  of  the  current  personal  deduction  available  to  such  a 
spouse  who  files  as  a  single  individual  and  having  an  income  of,  say,  $7,000  and 
with  a  maximum  of  say,  an  amount  equal  to  twice  the  value  of  that  deduction  to  such 
an  individual.   The  purpose  of  establishing  the  maximum  would  be  to  mitigate  the  greatei 

benefits  which  would  otherwise  accrue  to  those  with  higher  incomes.   Such  a  credit 
would  also  go  to  mitigate  the  disadvantage  of  increasing  the  marginal  tax  rate  on 
the  income  of  a  wife  who  must  aggregate  with  her  husband  if  the  marital  or  family 
tax  units  are  adopted. 

Recognition  of  Differences  in  Units 

It  may  be  readily  apparent  that  simply  defining  the  tax  base  and  the  size  or 
extent  of  the  tax  unit  is  but  one  part  of  the  picture  which  yet  requires  brush 
strokes  to  fill  in  its  essential  components  of  colour  and  force.   The  fact  that 
both  the  size  and  economic  and  social  circumstances  of  units  may  vary  greatly 
makes  the  allocation  of  the  tax  burden  on  an  equitable  and  neutral  basis  a  difficult 
objective  to  accomplish.   In  effect,  one  must  define  what  one  means  by  equivalent 
units  so  as  to  pay  homage  to  the  principal  of  horizontal  equity  at  the  same  time 
that  one  must  define  the  differences  between  units  so  that  appropriate  differentials 
can  be  built  into  the  system  i.e.  vertical  equity.   In  the  preceding  section  the 
discussion  was  begun  as  to  some  of  the  differentials  required  for  recognition  in 
the  case  of  units  which  have  greater  or  lesser  imputed  income.   Further  treatment 
must  be  given  to  the  differentials  required  between  units  comprised  of  a  single 
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individual,  those  comprised  of  two  individuals  who  are  married  and  those  com- 
prised of  either  one  or  two  parents  with  any  number  of  dependent  children  of  vary- 
ing ages.   The  differentials  to  be  applied  in  these  circumstances  are  highly  com- 
plex issues  which  require  careful  balance. 

In  addition  to  the  individual  unit  alone,  there  are,  broadly  speaking,  three 
generally  proposed  solutions  to  the  problem  of  the  need  to  differentiate  between 
differently  circumstanced  units.   They  have  come  to  be  referred  to  as  the  "unit" 
approach,  the  "per  capita"  approach  and  the  "modified  per  capita"  approach.   In 
the  first  the  income  of  all  the  members  of  the  unit  is  aggregated  and  the  unit  pays 
tax  at  the  same  marginal  rates  as  does  a  single  individual  of  equal  taxable  income, 
i.e.  all  taxable  income  is  subjected  to  a  single  identical  rate  schedule  regardless 
of  unit  composition.   The  per  capita  approach  is  one  in  which  the  marginal  rate  of 
tax  for  a  unit  containing  more  than  one  member  is  the  same  as  that  of  a  single 
person  if  per  capita  taxable  incomes  are  equal,  i.e.  the  income  of  the  unit  is 
distributed  on  a  per  capita  basis  of  some  sort  amongst  the  unit  members  and  a  rate 
of  tax  applied  equal  to  that  which  would  be  paid  by  a  single  person  of  that  per 
capita  income.  This  is  sometimes  also  referred  to  as  the  income  splitting  plan 
The  third,  the  modified  per  capita  plan,  is  a  compromise  of  the  two  which  can  take 
virtually  any  form.   Two  versions  have  been  suggested.   The  first  involves  multiple 
rate  schedules,  one  for  each  variety  of  unit,  which  attempt  to  set  differentials 
on  a  more  exact  basis  than  can  be  accomplished  by  exemptions.   The  second  seeks  the 

accomplishment  of  a  similar  objective  by  a  combination  of  differential  exemptions 

(37) 
and  differential  marginal  rates  via  bracket  widths  or  income  splitting. 

Each  of  these  solutions,  or  rather  procedures  for  that  is  really  what  they 
are,  disguise,  in  a  sense,  the  essential  questions  which  they  propose  to  solve. 
Therefore  it  is  instead  essential  at  the  outset  to  define  one's  objectives  in 
terms  of  principle  and  then  to  determine  the  system  or  mechanisms  by  which  those 
objectives  may  be  accomplished. 

To  this  point  there  have  been  identified  several  overriding  principles. 
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First  and  foremost  is  that  the  object  of  policy  formation  is  to  allocate  the  tax 
burden  as  nearly  as  possible  to  the  concepts  of  horizontal  and  vertical  equity, 
i.e.  like  taxpayers  should  be  treated  alike  and  those  in  different  circumstances 
should  bear  appropriately  different  burdens.   Furthermore,  the  system  should  be 
as  neutral  as  possible  in  both  social  and  economic  terms.   In  determining  taxpaying 
capacity  it  has  been  accepted  that  however  one  might  phrase  the  concept,  ability 
to  pay  tax  increases  with  discretionary  income  and  that  the  concept  of  discretionary 
income  requires  definition,  at  least  at  lower  income  levels,  not  at  subsistence 
levels  but  rather  at  levels  in  accord  with  the  expectations  of  the  community.   In 
the  writer's  view  the  Carter  Commission  was  on  the  right  track  in  assuming  that  all 
income  in  excess  of  $100,000  is  available  for  discretionary  use  but  that  its  upper 
limit  was  simply  too  high.   Thus,  in  the  writer's  view,  using  net  income  as  the 
test,  any  income  of  a  unit  in  excess  of  $25,000  to  $30,000  can  be  viewed  as  able 
to  accept  the  highest  marginal  rate  of  tax  to  be  applied  by  the  system.   However, 
it  is  more  likely  that  income  in  the  range  of  $50,000  to  $70,000  will  be  found  more 
acceptable,  generally.   It  has  also  been  accepted  at  this  point  in  the  study  that 
the  proper  units  of  tax  liability  are  not  restricted  to  the  individual.   It  is 
the  writer's  view  that  along  with  the  individual  the  family  should  be  recognized 
as  a  unit  of  taxpaying  liability;  that  only  the  earned  income,  or  rather  perhaps 
a  portion  of  the  earned  income,  of  wives  and  minor  children  can  justifiably  be 
excluded  from  aggregation  in  the  unit,  but  even  that  is  perhaps  undesirable  because 
it  gives  preference  to  a  particular  "source"  of  income;  and  that  the  imputed  income 
of  units  cannot  be  adequately  measured  or  included  at  this  point  in  time  and  there- 
fore its  existance  must  be  recognized  by  allowing  compensatory  allowances  to  units 
with  decreased  imputed  income  as  a  result  of  having  more  than  one  of  its  members 
in  the  labour  force.   Moreover,  it  is  accepted  that  the  system  should  recognize 
the  non-discretionary  expenses  of  earning  income  within  a  unit  to  the  extent  that 
such  expenses  are  not  classified  as  personal  and  living  expenses.   Lastly,  it  is 
accepted  that  the  tax  system  should  be  neutral,  as  far  as  possible,  in  the  decision 
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of  a  member  of  the  unit  to  work.  Inside  or  outside  of  the  home. 

In  light  of  these  general  principles   one  may  now  precede  to  determine  more 
specific  proposals  for  the  appropriate  levels  of  tax  to  apply  to  equivalently  and 
differently  circumstanced  units. 

Undoubtedly,  the  most  significant  and  most  difficult  of  these  problems  is  to 
determine  the  relative  burden  of  taxation  which  should  fall  on  unmarried  individuals 
as  opposed  to  family  units  of  different  size.   The  writer  proposes  to  deal  with  this 
problem  by  comparing  unmarried  individuals  to  family  units  containing  only  spouses 
and  then  subsequently  to  deal  with  the  effect  of  including  the  income  of  dependent 
children  in  the  unit. 

While  there  is  wide  spread  agreement  on  the  desirability  of  adopting  at 
least  the  marital  unit  of  taxation  there  are  conflicting  opinions  on  the  appropriate 
relative  tax  burdens  which  should  be  borne  by  a  single  person,  one-earner  marital 

units  and  two-earner  marital  units.   Briefly,  there  are  two  streams  of  thought. 

(38) 
Smith     has  argued  that  it  is  unconscionable  to  impose  a  tax  on  a  two-earner 

married  couple  with  equal  incomes  any  higher  than  two  similar  unrelated  individuals 

would  pay.   A  sometimes  advanced  corollary  position  is  that  a  single  taxpayer  should 

not  pay  any  greater  tax  on  the  same  income  than  a  married  couple.   These  views 

have  come  to  be  known  as  opposing  a  "tax  on  marriage".   The  problem  can  be  put 

best  by  way  of  example.   Consider  two  unmarried  individuals  of  equal  income  living 

separate  and  apart  and  in  identical  circumstances  other  than  being  of  different 

sex.   As  has  been  indicated  earlier  in  this  study  it  is  quite  clear  that  they  should 

pay  identical  amounts  of  tax  and  indeed  for  the  most  part  under  the  present  system 

they  do.   However,  assume  that  through  stroke  of  chance  they  marry,  begin  to  share 

a  common  abode,  continue  to  earn  as  they  have  before  and  do  not  yet  have  children. 

The  question  is  whether  the  tax  burden  of  each  of  them  should  remain  the  same  or 

whether  collectively  the  tax  burden  should  increase  or  decrease? 

Those  who  are  opposed  to  the  "tax  on  marriage"  rely  on  title  to  income  and/ 

or  civil  rights  to  justify  their  position  that  the  tax  burden  should  continue  to  be 
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measured  on  the  basis  of  Individual  capacity  and  earnings  and  thus  should  neither 

rise  or  fall  on  marriage. 

(39) 
On  the  other  hand,  Oldman  and  Temple     have  argued  to  the  contrary  and  in 

a  manner  which  has  been  accepted  generally  as  fundamental  in  the  Canadian  studies 

on  the  subject,  most  noteably  by  the  Carter  Commission,  its  study  group  and  by 

Hartle  (supra).   Oldman  and  Temple  proposed  that: 

1.  An  unmarried  individual  should  pay  a  greater  tax  than  a  one- 
earner  married  couple  of  equal  income; 

2.  A  one-earner  married  couple  should  pay  a  greater  tax  than  a 
two-earner  couple ; 

3.  A  two-earner  married  couple  should  pay  more  than  two  single 
persons  with  the  same  income. 

It  is  the  writer's  opinion  that  these  proposals  are  sound  foundations  for  construc- 
tion of  the  system,  subject  to  two  qualifications.   The  first  is  that  at  lower  income 
levels  there  may  be  diseconomies  to  marriage  which  should  be  recognized  by  way  of 
more  beneficial  treatment  of  spousal  income  in  those  brackets.   The  second  is  that 
above  a  certain  limit  all  income  is  discretionary  and  therefore  there  is  no  reason 
to  differentiate  between  differently  circumstances  units. 

Each  proposal  has  been  made,  analysed,  shreaded,  amended,  extended  or  modified 
by  various  students  of  the  subject.   There  is  no  wide  concensus  on  the  detail  of 
the  best  approach  to  take.   There  is  more  general  concensus,  in  terms  of  the 
numbers  of  observers  who  have  commented  on  the  proposals,  that  the  Oldman  and 
Temple  proposal  is  more  likely  sound.   Indeed,  it  is  more  difficult  to  find  fault 
with  the  Oldman  and  Temple  proposal  than  with  the  others.   There  can  be  little 
doubt  that  a  married  couple  with  income  has  less  ability  to  pay  tax  than  an  un- 
married individual  of  equal  income.   Undoubtedly,  two  cannot  live  as  cheaply  as 
one.   On  the  other  hand  it  is  generally  accepted  that  two  do  not  require  twice  as 
much  as  one  in  order  to  live  as  well.   Therefore,  the  tax  system  in  that  situation 
should  not  place  twice  the  burden  on  the  single  individual. 
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Hartle  puts  the  issue  of  the  economies  of  marriage  in  the  following  way. 

"It  is  generally  agreed  that  two  people  living  together  as  man 
and  wife  can  live  more  cheaply  than  they  can  live  apart.   Two 
kinds  of  economies  are  possible.   Non-discretionary  cash  outlays 
can  be  reduced  because  the  cost  of  providing  accommodation  and 
food  for   two  living  together  is  less  than  the  cost  of  providing 
the  same  quality  of  accommodation  and  food  for  two  living  apart. 
Non-discretionary  outlays  of  effort  also  can  be  reduced  for  those 
living  together  as  man  and  wife.   Shopping  and  preparing  meals  for 
two  need  take  little  more  than  shopping  and  preparing  meals  for 
one.   If,  after  marriage,  both  continue  to  spend  the  same  amount 
of  time  doing  household  chores,  and  therefore  have  unchanged  imputed 
incomes,  they  can  provide  themselves  with  better  household  services 
than  they  had  before  at  the  same  labour  cost.   That  is  to  say,  a 
larger  fraction  of  their  imputed  income  derived  from  working  for 
themselves  is  available  for  discretionary  use."(AO) 

Thus,  given  the  economies  of  marriage,  a  married  couple  of  equivalent  income 
to  that  of  two  unmarried  individuals  should  pay  a  greater  tax.   This  is  the  so 
called  "tax  on  marriage"  which  is  often  criticized.   However,  the  purpose  of  the 
increased  tax  is  not  to  impose  a  penalty  of  any  kind  on  the  married  couple  but  to 
recognize  that  it  is  the  relative  relationship  between  taxpayers  and  their  tax 
burdens  which  is  important  in  the  system.   Therefore  the  "tax  on  marriage"  is 
imposed  to  reflect  the  economies  available  to  two  taxpayers  living  together.   If 
it  were  possible  to  define  recognizable  units  involving  persons  not  married  or  those 
living  in  arrangements  close  enough  to  marriage  to  be  recognized  e.g.  common  law 
relationships,  the  writer  would  support  their  unitization.   To  date , however ,  that 
has  not  been  administratively  feasible. 

The  guiding  principles  therefore  can  be  restated  more  fully  as  follows: 

1.  All  individuals  of  comparable  income  should  be  treated  equally. 
That  must  be  obvious  if  any  concept  of  horizontal  equity  is  to 
be  respected; 

2.  All  married  couples  of  equal  income  and  equal  circumstances  should 
be  taxed  equally,  again  reflecting  the  obvious  need  for  horizontal 
equity; 

3.  An  unmarried  individual  should  pay  a  greater  tax  than  a  married 
couple  of  equal  income.   This  reflects  vertical  equity  in  recog- 
nition of  the  fact  that  people  living  on  a  given  income  can  do  so 
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less  well  than  one  person  living  on  that  Income; 

4,  That  the  additonal  expenses  of  a  two-earner  married  couple  and 
the  loss  of  Imputed  income  occasioned  thereby  require  that  a 
one-earner  married  couple  should  pay  a  greater  tax  than  a  two- 
earner  couple; 

5.  That  a  married  couple,  in  recognition  of  the  economies  of 
marriage  or  cohabitation,  should  pay  more  than  two  single 
persons  with  the  same  aggregate  amount  of  income. 

Relative  burdens  on  units  should  therefore  be  adjusted  to  conform  appropriately 
particularly  in  the  middle  income  brackets.   At  the  lower  end  of  the  income  scale 
other  considerations  may  be  involved  such  as  a  consideration  of  social  welfare  and 
minimum  levels  of  amenities,  work  incentives,  a  biasing  of  the  system  towards  those 
with  less  income  than  those  with  more  and  recognition  that  most  taxpayers  fall 
into  lower  income  categories.   At  the  upper  end  of  the  scale  it  is  arguable  that 
no  differential  is  required  above  a  certain  income  limit  since  all  income  at  the 
level  is  discretionary  and  can  be  taxed  identically  regardless  of  the  composition 
of  the  unit.   This  is  in  effect  the  Carter  Commission  recommendation  which  without 
noting  it  gave  the  full  benefit  of  income  splitting  up  to  $15,000  of  marital  income, 
had  higher  marginal  rates  on  the  income  of  a  marital  unit  relative  to  a  single 
person  up  to  $40,000  of  income,  at  which  point  the  rates  merged  and  became  one 
both  for  single  and  marital  units.   The  writer  supports  these  trends  in  general 
terms. 

The  most  contentious  aspect  of  the  foregoing  principles  inevitably  is  that 
which  requires  a  unit  composed  of  a  married  couple  to  pay  more  tax  than  is  paid  by 
two  single  persons  with  the  same  total  income,  i.e.  the  so-called  "tax  on  marriage". 

There  are  critics  who  argue  that  there  are  similar  economies  available  to  unmarried 

(41) 
individuals  if  they  choose  to  live  together    ,  that  there  are  diseconomies  to 

marriage  e.g.  life  insurance,  better  housing  facilities,  etc.;  and  that  there  is 

(42) 
as  yet  no  way  of  measuring  the  net  economies. 
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The  answer  to  the  second  criticism  is  three-fold.   First,  just  as  there  is 
as  yet  little  empirical  evidence  of  the  net  economies  involved  in  cohabitation 
there  is  no  empirical  evidence  of  diseconomies  to  the  contrary.   Hopefully,  as  time 
passes  further  and  better  evidence  will  become  available.   Secondly,  one  may  in 
this  area  rely  adequately  on  intuition  and  generalization.   It  appears  totally 
within  reason  to  observe  that  capacity  increases  with  the  marriage  of  two  earners 
and  that  the  diseconomies  involved  seem  subject  to  great  variations  depending  on 
the  personal  philosophy,  life  style  and  level  of  income  of  the  individuals  involved. 
Thirdly,  the  rate  schedules  adopted  may  account  for  the  possibility  of  diseconomies 
at  lower  income  brackets  and  ensure  that  lower  income  people  are  not  thereby  dis- 
affected.  To  the  extent  that  there  are  diseconomies  to  marriage  in  the  upper  and 
middle  income  brackets  these  are,  or  can  be  taken  to  be,  matters  of  choice  like 
any  other  form  of  consumption  and  therefore  to  be  disregarded  as  being  discretionary. 

Distribution  of  the  burden  is  sometimes  also  attacked  on  the  basis  that  the 
so-called  tax  on  marriage  is  an  unjustifiable  infringement  of  the  concepts  of 
individuality,  legal  ownership  and  civil  rights.   The  answer  to  these  criticisms 
is  that  the  purpose  of  the  increased  taxation  is  not  in  any  way  to  penalize  persons 
cohabiting  but  rather  to  recognize  their  increased  ability  to  pay  relative  to 
persons  who  are  not  cohabiting.   It  is  the  relative  abilities  to  pay  of  taxpayers 
within  the  system  which  is  most  important  and  which  demands  a  proper  focus. 

Inclusion  of  Dependent  Children 

The  foregoing  discussion  and  principles  assume  the  existence  only  of  single 
and  marital  units.   As  has  been  indicated  the  writer  favours  the  adoption  of  the 
family  unit  and  consequently  it  is  necessary  to  project  whether  differences  in 
those  principles  are  required  assuming  the  inclusion  of  the  income  of  dependent 
children  as  well  as  that  of  spouses.   It  is  the  opinion  of  the  writer  that  the 
underlying  rationale  of  the  principles  enunciated  remains  the  same  notwithstanding 
the  inclusion  of  the  income  of  dependent  children  in  the  unit,  although  the 
principles  perhaps  might  be  stated  in  somewhat  expanded  fashion.   It  is  suggested 
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that  for  the  reasons  and  with  the  qualifications  given  in  the  previous  section 
the  principles  in  the  event  of  the  inclusion  of  children  in  the  unit  would  be  as 
follows: 

1.  Individuals  of  equal  income  should  be  taxed  equally; 

2.  Units  of  equal  composition  and  equal  income  should  be  taxed 
equally ; 

3.  A  single  individual  should  pay  a  greater  tax  than  a  family 
unit  of  equal  income.   There  is  no  change  in  this  concept 
other  than  the  recognition  of  the  increased  number  of  people 
in  the  unit; 

4.  A  feimily  unit  of  less  than  three  persons  should  pay  more  than  a 
family  unit  of  three  or  more  persons  and  equal  income;  a  family 
unit  of  less  than  four  persons  should  pay  more  than  a  family 

"  unit  of  four  or  more  persons  and  equal  income,  and  so  on.   This 

is  a  new  principle  but  with  the  identical  rationale  of  recog- 
nizing that  more  people  living  on  the  same  income  should  pay 
less  tax.   This  can  be  accomplished  either  by  way  of  multiple 
rate  schedules  or  by  way  of  tax  credits.   Arguably,  the  rate 
of  decrease  in  tax  burden  should  be  progressively  smaller  with 
the  increase  of  numbers  of  persons  in  the  unit,  on  the  hypothesis 
that  with  the  addition  of  more  and  more  members  to  the  unit  there 
is  less  radical  change  in  the  non-discretionary  expenditures 
required; 

5.  A  unit  of  equal  size  but  single  income  should  pay  more  than  a 
dual  income  unit  which  should  in  turn  pay  more  than  a  unit  with 
three  earners,  each  of  equal  aggregate  income,  and  so  on.   This 
recognizes  the  increased  non-discretionary  expenditures  of 
increased  earners  in  the  labour  force  and  the  concurrent  reduction 
in  imputed  income ; 
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6.   A  unit  with  more  than  one  earner  should  pay  more  than  two  single 
units  of  equal  total  income.   Thys  the  economies  of  cohabitation 
are  recognized.   The  principle  could  be  expressed  in  terms  of 
individual  units  of  equivalent  number  to  the  number  of  persons 
in  the  multiple  earner  unit  but  that  concept  is  here  rejected 
on  the  hypothesis  that  the  large  economy  comes  from  the  joinder 
of  the  first  two  persons  and  that  it  is  less  measurable  and 
more  administratively  difficult  as  the  size  increases.   Ifhile 
this  is  not  perfectly  satisfactory  theoretically  it  is,  in  the 
view  of  the  writer,  an  acceptable  compromise. 
It  is  now  necessary  to  deal  with  the  treatment  of  certain  non-discretionary 
expenditures  of  tax  units.   Essentially  these  fall  into  two  groups.   First,  are  the 
additional  expenses  occasioned  by  dependent  members  of  the  family  which  in  turn 
break  down  into  'two  groups,  children  and  others.   Secondly,  the  additional  expenses 
of  multiple  earner  units  must  be  canvassed. 

The  circumstances  of  taxpayers  and  their  resulting  taxpaying  capacity  vary 
so  markedly  for  so  many  different  reasons  that  it  is  virtually  impossible  to  do 
more  than  attempt  to  find  those  common  matters  more  or  less  universally  affecting 
the  nation's  taxpayers.   Such  things  as  geographical  location,  ethnic  background 
and  educational  level  give  rise  to  insurmountable  structuring  obstacles.   There 
are  simply  too  many  variations  in  too  many  places  with  too  many  different  impacts. 
They  must  be  dealt  with  outside  the  tax  system,  if  at  all. 

Reasonably,  all  that  can  be  handled  is  recognition  of  family  size  and 
responsibility  and  the  increased  earning  expenses  of  multiple  job  units.   Within 
this  latter  category  the  discussion  inevitably  will  be  concerned  (as  has  already 
been  seen)  with  the  direct  costs  of  earning  income,  the  increased  general  financial 
burden  involved  in  the  household  as  a  result  of  having  more  than  one  earner  and 
lastly  the  relative  problem  of  the  non-taxation  of  the  imputed  income  in  those 
units  which  have  fewer  earners  but  equivalent  numbers  of  people. 
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Non-dlscretlonary  Expenditures  and  the  Family 

The  most  relevant  aspect  of  this  question  to  this  study  is  the  allowance 

to  be  made  for  children  and  the  decrease  in  the  ability  of  the  tax  unit  to  pay 

tax  they  occasion.   However,  some  mention  also  should  be  made  of  the  need  for 

recognition  of  reduced  taxpaying  capacity  occasioned  by  the  financial  support 

of  members  of  the  extended  rather  than  nuclear  family.   Because  that  subject  is 

relatively  incidental  to  the  subject  matter  here,  the  writer  chooses  merely  to 

repeat  the  words  of  the  Carter  Commission  on  the  subject,  with  approval.   The 

Commission  said: 

"The  present  Act  allows  taxpayers  certain  deductions  from  income 
when  they  support  close  relatives  who  are  dependent,  usually  wholly 
dependent  upon  them.   The  donor  can  support  the  dependant  through 
gifts  of  as  much  as  $1,000  a  year  without  affecting  the  gift  tax 
or  the  gift  tax  exemptions  of  the  donor.   Adoption  of  our  proposals 
would  bring  about  a  radical  change.   Gifts  in  support  of  wives,  or 
husbands,  or  dependent  children  as  we  have  defined  them,  would  not 
be  subject  to  tax  to  the  donor  or  donee  because  wives,  husbands 
and  dependent  children  would  all  be  members  of  the  family  unit  and 
such  transfers  would  not  be  subject  to  tax.   However,  without 
relieving  provisions,  gifts  to  parents  of  either  spouse,  aunts, 
uncles  and  children  over  21  years  of  age  who  were  not  in  full-time 
attendance  at  an  institution  of  higher  education  or  where  not 
mentally  or  physically  infirm,  in  excess  of  the  annual  and  life- 
time gift  exemptions  would  be  taxable  to  the  donee  and  not  deduct- 
ible to  the  donor. 

We  considered  'but  rejected  the  idea  of  allowing  impecunious  close 
relatives  to  become  members  of  the  family  unit  for  tax  purposes. 
To  do  so  would  unduly  complicate  the  family  unit  concept  because  it 
would  require  elaborate  provisions  to  prevent  tax-free  transfers 
between  generations.   However,  there  can  be  no  doubt  that  individuals 
and  families  are  often  morally  required  to  support,  in  whole  or  in 
part,  aged  or  infirm  relatives.   These  expenditures  are  non- 
discretionary  and  deserving  of  recognition.   Without  some  form  of 
concession  the  family  tax  unit  would  be  too  rigid;  for  aged  and 
infirm  parents  and  other  close  relatives  are  often  thought  of  as 
members  of  the  family.   To  accommodate  the  obligations  of  individuals 
and  families  to  support  close  relatives,  we  recommend  that  a  system 
of  tax  credits  should  be  adopted  as  a  concession  to  individuals  and 
families  making  gifts  to  close  relatives.   The  donor  tax  unit  should 
be  granted  a  tax  credit  of  $100  for  each  close  relative  to  whom  $1,000 
or  more  had  been  given  in  the  taxation  year.   Smaller  gifts  to  close 
relatives  would  entitle  the  donor  to  the  appropriate  proportion  of  the 
credit.   Thus,  a  gift  of  $500  would  entitle  the  donor  to  a  credit  of 
$50,  a  gift  of  $250  would  entitle  the  donor  to  a  credit  of  $25  and 
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so  on.   We  recommend  that  complete  dependency  should  not  be  a 
necessary  condition  for  the  tax  credit.  The  donor  should  only 
have  to  establish  that  the  gift  was  actually  made  and  that  the 
donee  was  a  close  relative  who  was  outside  the  donor's  tax  unit. 
This  should  facilitate  administration  of  the  tax  credit.   The 
close  relative  should  not  have  to  be  a  Canadian  resident.  A  resident 
recipient  of  such  a  gift  would  have  to  bring  it  into  income  (to 
the  extent  that  it  exceeds  his  annual  and  lifetime  exemptions), 
but  if  he  had  little  other  income  and  the  gift  was  modest,  the 
zero  rate  bracket  applicable  to  all  individuals  and  families 
should  mean  that  there  would  be  little  or  no  tax  on  the  gift. 

A  common  method  of  assisting  aged  and  infirm  parents  and  other 
close  relatives  is  for  the  taxpayer  to  provide  them  with  free  room 
and  board  in  his  home.   The  gift  is  in  kind  rather  than  cash.   To 
avoid  the  valuation  problem  that  would  arise  in  these  circumstances, 
we  suggest  that  when  a  close  relative  is  sharing  the  same  domicile 
as  an  individual  or  family  tax  unit  the  tax  unit  should  be  deemed 
to  have  provided  the  close  relative  with  a  gift  of  $1,000  less  any 
amount  contributed  by  the  relative  toward  expenses  for  clothing  and 
shelter.   If  the  relative  had  made  no  such  contribution  the  donor  tax 
unit  would  be  entitled  to  the  $100  credit.   The  relative  would  be 
required  to  take  into  income  the  $1,000  benefit  in  kind  less  any  amounts 
falling  within  his  annual  or  lifetime  gift  exemption.   If  this  were 
the  only  income  of  the  relative  the  zero  rate  bracket  applicable  to 
each  individual  tax  unit  would  mean  that  there  would  be  little  or 
no  tax  on  the  gift.  "("^3) 

In  the  event  that  a  zero  rate  bracket  is  not  adopted  then  provision  would 
have  to  be  made  by  way  of  a  tax  credit  to  ensure  that  taxpayers  with  no  more  than 
a  minimal  amount  of  income  attributed  by  way  of  support  would  not  pay  tax.   In  the 
event  that  gifts  were  not  to  be  taxed  and  given  the  history,  traditions  and  con- 
ventions of  this  society  it  is  the  writer's  view  that  a  tax  credit  along  the  lines 
suggested  by  the  Carter  Commission  still  should  be  extended  to  the  donor  units. 

Insofar  as  children  are  concerned  there  is  a  classic  sociological  difference 
of  opinion  pervading  the  issue  of  the  recognition  to  be  given  by  the  tax  system  to 
the  existence  of  children  and  the  presumed  reduction  in  ability  to  pay  of  the  tax 
unit  in  the  event  of  their  dependency.   At  the  one  extreme  are  those  who  argue 
that  the  decision  on  whether  to  have  children,  and  how  many,  is  no  different  than 
any  other  consumption  choice  and  therefore  is  a  personal  and  living  expense  which 
should  not  be  recognized  by  the  tax  system.  Another  way  of  putting  the  same  point 
is  that  since  the  income  tax  system  should  disregard  discretionary  expenditures  in 
determining  taxpaying  capacity  those  who  view  child-bearing  in  that  light  argue 
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that  the  system  should  not  give  special  benefits  to  those  who  choose  to  procreate. 

On  the  other  side  of  the  coin  one  finds  those  who  see  no  parallel  between 

child-bearing  and  discretion.   This  position  has  been  described  best  by  Professor 

Bittker  who  answered  his  adversaries  by  saying: 

"This  is  one  way  of  looking  at  life,  of  course,  but  it  is  surely 
not  the  only  one,  and  others  might  conclude  that  tax  distributions 
based  on  marriage  or  other  family  responsibilities  are  of  a  different 
order  from  those  based  on  the  taxpayers  other  expenditure  choices."  (^5) 

In  the  writer's  opinion  the  Bittker  position  is  clearly  the  more  tenable. 
Child-bearing  is  so  natural  and  so  pervasive  a  custom  of  the  society  that  it  would 
be  difficult  to  consider  it  truly  an  optional  choice  on  the  part  of  the  public 
although  one  must  recognize  that  it  is  becoming  a  somewhat  more  commonly  accepted 
way  of  life  for  married  people  not  to  have  children.   In  the  writer's  view  that 
acceptance  is  to  be  supported  as  being  both  progressive  and  enlightened.   However, 
because  of  religious  and  normative  pressures,  it  is  still  true  that  marriage  and 
offspring  go  hand  in  hand  on  a  relatively  subconscious  basis.   Like  the  marital 
unit  itself  it  must  be  recognized  as  a  fact  of  life  which  the  tax  system  must 
acknowledge  in  distributing  its  burden.   To  those  who  argue  that  unchecked  population 
growth  is  potentially  dangerous  and  should  be  curbed  (a  position  with  which  the 
writer  also  finds  sympathy)  it  must  be  responded  that  the  tax  system  is  clearly 
not  the  most  apt  vehicle  to  employ.   There  are  far  better  and  more  effective 
measures  available.   Indeed,  it  is  highly  unlikely  that  the  tax  system  promotes 
procreation  or  that  the  withdrawal  of  tax  concessions  for  children  will  prevent  same. 

However,  the  determination  to  take  notice  of  the  existence  of  dependent 
children  does  not  in  itself  indicate  either  the  extent  of  the  assistance  required 
or,  for  that  matter,  the  form  it  should  take.   Undoubtedly,  the  assistance  in  quantum 
will  be  arbritrarily  determined  since  the  impact  of  a  child  on  a  particular  family 
unit  will  vary  with  the  circumstances  of  that  unit.   This  is  another  area  of  the 
system  where  exactness  is  impossible  and  therefore  a  subjective  arbritrary  judgment 
is  required.   To  the  extent  that  the  judgment  can  be  supported  or  enhanced  on  the 
basis  of  budget  studies  featuring  the  increased  cost  of  maintaining  additional 
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family  members  tht  is  to  be  promoted.   However,  such  analysis  is  beyond  the  scope 
of  this  study  but  hopefully  will  be  done  by  others. 

Nevertheless,  it  would  appear  that  the  general  concensus  of  opinion  is  that 
the  cost  of  maintaining  children  and  hence  the  relief  required  is  less  than  that 
for  adults.   Furthermore,  it  seems  that  the  additional  cost  involved  in  hearing 
the  first  child  is  the  greatest  with  subsequent  children  being  progressively  less 
burdensome  in  economic  terms. 

It  is  the  view  of  the  writer  that  there  are  two  solutions  viable  for  the 
problem  at  least  at  the  theoretical  level.  The  first  is  to  provide  a  tax  credit  for 
each  child  in  the  family,  tax  credits  being  used  rather  than  tax  deductions  because 
of  the  inherent  bias  of  tax  deductions  in  favour  of  higher  income  taxpayers.   The 
credit,  as  is  the  case  with  all  such  forms  of  relief,  may  be  given  for  the  advantage 
only  of  those  people  who  have  income  with  which  to  be  classified  as  taxpayers  or 
it  may  be  extended  in  the  fashion  of  the  negative  income  tax  to  all  persons  who 
have  dependent  children  whether  or  not  they  have  income. 

The  other  solution,  which  really  is  in  a  sense  an  extension  of  the  granting 
of  credits  whether  or  not  the  unit  has  income,  is  to  ignore  the  existence  of 
dependent  children  in  the  tax  system  as  such  but  to  ensure  that  the  programs  of 
the  social  welfare  system,  like  family  allowances,  be  extended  so  as  to  encompass 
and  take  account  the  decreased  ability  to  pay  of  tax  units  through  the  existence 
of  dependent  children.   This  essentially  was  the  recommendation  of  the  Royal 
Commission  on  the  Status  of  Women  which  suggested  an  annual  transfer  payment  of 
$500  be  made  in  lieu  of  family  allowance,  personal  exemptions  and  deductions  for 
child  care  expenses. 

Although  the  system  suggested  by  the  Royal  Commission  on  the  Status  of 
Women  has  merit  it  is  deficient  on  one  account.   Unless  the  recognition  of  the 
decreased  ability  to  pay  of  tax  units  through  the  existence  of  dependent  children 
is  tied  directly  to  the  income  tax  system  it  becomes  virtually  impossible  to  main- 
tain any  kind  of  check  or  balance  on  future  governmental  action  in  increasing 
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or  decreasing  the  amount  of  the  transfer  payment  as  It  affects  ability  to  pay 
income  tax.   Thus,  the  writer  favours  the  granting  of  a  tax  credit  in  the  tax 
system  on  a  universal  basis  i.e.  both  to  those  who  have  tax  to  pay  against  which 
to  apply  the  credit  and  those  who  do  not  have  sufflcent  Income  to  have  tax  to  pay. 
Family  allowances  and  other  such  programs  would  continue  in  tandem. 

The  reasoning  used  and  the  system  proposed  by  the  Carter  Commission  if 
extended  to  apply  to  all  taxpayers  whether  or  not  they  had  income,  appears  as  sound 
as  any.   The  essence  of  that  system  was  to  recognize  by  tax  credits  that  additional 
non-discretionary  expenses  usually  arise  when  both  parents  work;  that  they  are 
greatest  when  children  are  below  school  age;  and  that  they  decrease  per  capita  with 
the  number  of  children  in  the  unit.   This  latter  conclusion  while  theoretically 
sound  may  lead  to  unnecessary  administrative  difficulties. 

It  is  important  to  make  an  explicit  distinction  at  this  point.   The  existence 
of  dependent  children  in  a  tax  unit  requires  recognition  in  three  ways: 

1.  To  the  extent  that  the  child  has  income  which  is  included  in 
income  of  the  unit  and  aggregated,  recognition  of  the  expenses 
of  that  child  in  having  earned  the  income  is  a  necessary  and 
obvious  pre-requisite  of  an  equitable  system; 

2.  Whether  or  not  the  child  has  income  the  existence  of  the  child 
in  the  unit  leads  to  a  decreased  ability  to  pay  of  that  unit 
insofar  as  units  of  multiple  persons  do  not  have  equal  ability 

to  pay  with  units  of  fewer  persons  but  of  equal  income.   Therefore 
some  format  of  recognition  must  be  chosen  to  ensure  that  such 
decreased  ability  to  pay  is  reflected; 

3.  In  a  family  unit  where  both  spouses  are  employed  (this  would  not 
apply  where  one  spouse  simply  has  only  unearned  income)  it  is 
necessary  to  recognize  the  additional  expense  occasioned  by  the 
size  of  the  unit.   This  is  required  for  two  reasons.   The  first 
is  because  it  is  obvious  that  a  working  wife  or  a  single-parent 
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will  have  to  incur  increased  expenses  of  a  non-discretionary 

nature  because  of  the  existence  of  the  dependent  children  in 

order  that  that  taxpayer  be  able  to  go  into  the  market  place 

to  earn  a  living.   This  should  be  recognized  either  by  the 

provision  of  a  tax  credit  or  by  the  provision  of  a  deduction 

in  calculating  the  earned  income  of  the  taxpayer  on  the  theory 

that  such  expenses  are  truly  expenses  of  having  earned  the  income 

and  therefore  should  be  treated  as  deductions,  in  the  "profit" 

model.   The  second  reason  for  recognizing  this  additional  expenditure 

is  to  once  again  attempt  to  bring  some  balance  in  the  system  to  the 

non-inclusion  of  the  imputed  income  of  those  units  which  have  only 

one  of  the  spouses  as  an  income  earner  (although  one  might  argue 

conversely  that  there  is  already  an  offset  in  that  the  larger 

t;;he  number  of  persons  in  the  unit  the  greater  will  be  the  untaxed 

imputed  income  derived  from  the  household  services  of  each  of  them). 

The  Carter  Commission  recommended  the  following  tax  credits  to  reflect  all 

but  the  first  of  these  needs: 

"For  the  first  child  (or  the  second  child  if  there  is 
only  one  parent  in  the  family  unit)  $100 

For  each  additional  child  $  60 

For  a  working  mother  with  school  aged  children         $  80 

(47) 
For  a  working  mother  with  pre-school  aged  children     $200". 

.  Furthermore,  the  Commission  recommended  that  the  credit  to  a  working  wife 
be  allowed  only  in  the  event  that  both  spouses  were  engaged  in  employment  or  in 
carrying  on  a  business  for  more  than  120  days  during  the  year.   Presumably  the  same 
would  apply  even  though  there  were  only  one  spouse,  although  the  Commission  does  not 
deal  with  that  situation.   The  onus  of  establishing  bona  fide  full-time  employment 
was  put  on  the  wife  particularly  in  those  circumstances  where  she  worked  for  her 
husband  or  for  a  business  in  which  he  had  a  substantial  interest.   The  Commission 
would  have  required  her  to  make  a  declaration  to  the  effect  that  she  was  in 
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full-time  employment  for  the  required  period.   If  this  system  proved  administrat- 
ively difficult  the  Commission  suggested  denying  the  credit  in. those  circumstances 
where  the  wife  worked  for  her  husband  or  a  corporation  controlled  by  him.   In  the 
writer's  view  the  safeguards  suggested  are  acceptable  with  the  exception  that  the 
denial  of  the  credit  to  a  spouse-employee  should  be  only  a  matter  of  last  resort. 
Ordinarily  the  problem  should  be  one  of  enforcement,  not  policy. 

On  the  main  issue  it  is  the  writer's  view,  that  the  system  should  be  con- 
ditioned as  follows: 

1.   In  determining  the  relief  to  be  given  to  a  unit  containing 

children  a  tax  credit  should  be  given  to  recognize  the  decreased 
ability  to  pay  consequent  upon  increased  family  size.   The  credit 
should  not  be  greater  for  children  over  the  age  of  16  than  it  is 
for  children  under  the  age  of  16.   Although  expenses  probably 
increase  as  a  child  exceeds  the  age  of  16  there  is  also  the 
increased  likelihood  or  at  least  a  greater  possibility  of  his 
contributing  income  for  himself  and  to  the  family  unit.   The  credit 
should  be  available  both  to  those  who  have  and  those  who  have  not 
the  income  with  which  to  be  taxpayers.   Indeed,  it  is  at  the  other 
end  of  the  income  scale  that  the  writer  would  remove  the  credit, 
that  is,  for  tax  units  in  the  upper  income  brackets,  say,  above 
$30,000  -  $50,000  of  income  no  credit  would  be  allowed  for  family 
size.   In  order  to  avoid  the  problems  of  having  a  unit  with  $1.00 
less  income  having  a  credit  and  a  unit  with  $1.00  more  income  not 
having  the  credit,  the  credit  could  begin  to  vanish  at  say  $30,000 
of  income  and  be  phased  out  completely  at  $40,000  of  income.   The 
formula  might  be  that  10%  of  the  credit  would  be  removed  for  every 
$1,000  of  income  in  excess  of  $30,000.   The  justification,  of 
course,  is  that  units  of  such  substantial  income  do  not  require 
relief  which  is  better  channelled  to  low  income  taxpayers. 
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2.  The  amount  of  the  credit  should  be  the  maximum  permissible  by 
current  economic  circumstances.   It  should  at  a  minimum  be  the 
equivalent  of  the  value  of  the  deduction  of  $320  allowed  In  1974 
for  a  child  under  the  age  of  16  to  a  taxpayer  with  approximately 
$10,000  of  Income.  The  value  of  that  deduction  to  a  taxpayer  In 
the  $9,000  to  $11,000  taxable  Income  brackets  In  1974  was  $86.40. 
The  value  of  the  deduction  of  $586  allowed  for  children  over  the 
age  of  16  was  $158.22  to  a  taxpayer  having  $9,000  to  $11,000  of 
taxable  Income  In  1974.   It  appears  that  a  credit  In  the  order 
of  $150  to  $200  would  be  acceptable.  If  arbrltrary.   It  would  be 
allowed  In  addition  to  family  allowance  payments  which  would  be 
taxable;  would  be  refundable  to  those  taxpayers  who  do  not  have 
sufficient  tax  to  take  full  advantage  of  It ;  and  would  be  denied 
to  taxpayers  In  the  upper  Income  brackets. 

3.  Unlike  the  view  expressed  by  the  Carter  Commission,  It  Is  the 
writer's  view  that  expenses  of  child-care  occasioned  for  a  single 
parent  unit  or  a  unit  where  both  parents  are  employed  ought  to  be 
recognized,  not  by  way  of  tax  credit,  but  as  a  deduction  In  com- 
puting earned  Income.   The  justification  for  allowing  such  expenses 
relates  directly  to  the  earning  of  Income  and  hence  Is  closer  to 
the  concept  of  an  expense  In  the  profit  model  than  a  reduction 

In  ability  to  pay.   In  so  advocating  the  writer  Is  quite  aware  that 
the  value  of  a  deduction  of  this  kind  will  be  greater  for  a  higher 
Income  earner  than  a  lower  Income  earner  but  that  that  Is  true  of 
all  expenses  In  the  profit  model.  This  matter  will  be  more  fully 
discussed  In  the  next  chapter  of  this  study  when  the  current 
provision  for  child  care  expneses  Is  evaluated. 

4.  So  long  as  the  system  of  Indexing  for  Inflation  the  width  of  brackets 
and  the  amount  of  deductions  Is  continued,  the  credit  and  deduction 
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here  suggested  should  be  indexed. 

Earning  Expenses  of  Multiple  Earner  Units 

In  a  sense  the  heading  description  is  misleading  for  underscoring  this 
discussion  are  wider  considerations  of  the  profit  model  itself  and  its  relationship 
to  taxpaying  capacity.   The  tax  system  has  long  paid  greater  attention  to  the  expenses 
of  earning  business  income  than  the  expenses  of  earning  employment  income.   Except 
for  some  surmountable  administrative  difficulties  there  is  no  justification  for  that 
preference,  given  that  the  basic  concept  of  income  in  the  tax  system  is  that  of  net 
income.   In  order  to  arrive  at  net  income  one  must  deduct  from  one's  gross  receipts 
the  expenses  of  having  earned  them,  and  that  is  as  true  for  employees  as  for 
businessmen. 

Obviously  many  expenditures  are  required  to  be  taken  into  account.   The  cost 
of  inventory,  wages  paid  to  employees,  interest  on  money  borrowed  to  earn  income 
and  so  on  are  obvious  examples  of  deductions  which  must  be  made  in  computing  profit. 
The  difficulty,  faced  much  more  squarely  by  employees  than  by  businessmen,  comes 
in  the  area  of  attempting  to  define  the  distinction  between  the  expenses  of  earning 
on  the  one  hand  and  personal  and  living  expenses  on  the  other.   In  many  cases  there 
is  a  clear  distinction  to  be  drawn  while  in  others  an  expense  may  contain  an  element 
of  both  and  the  question  then  arises  as  to  the  proper  division  or  classification 
to  be  made. 

In  a  sense  the  issue  can  be  framed  this  way.   There  are  expenses  which  are 
obviously  necessary  in  order  to  earn  if  one  accepts  that  before  one  can  earn  one 
must  live.   Thus,  food,  shelter,  clothing,  etc.  are  all  pre-requisites  to  sustenance 
and  subsistance  and  in  that  sense  are  pre-requisites  to  earning.   Further,  such 
expenditures  are  also  essential  whether  one  earns  or  not.   There  are  other  expendi- 
tures which  are  required  only  if  one  is  earning  i.e.  increased  wardrobe  costs, 
increased  transportation  costs,  child-care  costs,  etc.   The  former  may  be  viewed  as 
personal  consumption  required  in  order  to  live  and  the  latter  as  personal  consumption 

required  in  order  to  earn.   Furthermore,  whichever  expenses  one  is  referring  to. 
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one  could  account  for  them  in  the  tax  system  either  by  viewing  them  as  part  of  the 
profit  model,  and  therefore  deductible  in  computing  net  earned  income,  or  as 
reducing  ability  to  pay  (discretionary  income)  which  would  provide  for  deduction 
from  total  income  whatever  the  source. 

The  borderline  areas  occur  in  two  situations.  The  first  are  those  where  it 
is  impossible  to  distinguish  whether  an  expenditure  is  consumption  for  the  purpose 
of  living  or  working  e.g.  transportation  costs  which  could  be  avoided  by  walking  to 
work  rather  than  riding.  The  other  involves  the  situation  in  which  additional 
expenditures,  while  apparently  costs  of  earning  income,  are  really  in  the  nature  of 
personal  and  living  expenses.  This  involves  the  question  of  the  chicken  and  the  egg. 
Does  the  taxpayer  work  in  order  to  earn  income  required  for  sustenance  or  does  he 
work  to  earn  the  money  required  to  buy  outside  services  and  increased  leisure? 

In  those  cases  where  one  earns,  (whether  it  is  the  first,  second  or  third 
income  in  the  family)  for  reasonable  subsistence  there  can  be  no  question  of  the 
need  for  allowance.   In  other  cases,  while  the  need  is  less  pressing  and  obvious, 
allowances  are  still  consistant  with  an  attempt  to  find  actual  net  income,  although 
a  discrepancy  may  then  be  created  between  personal  consumption  for  living  and  per- 
sonal consiimption  for  working. 

In  the  writer's  view  it  is  virtually  Impossible  to  deal  with  this  problem  on 
an  exact  basis.   Quantitatively  it  will  be  Impossible  to  determine  the  situation 
for  every  family  unit  in  every  circumstance.  Nevertheless,  there  must  be  some 
recognition  of  the  expenses  of  earning  income,  particularly  as  increased  by  the 
proliferation  of  earners  in  the  unit.  There  are  three  major  reasons  for  recognition: 

1.  The  net  income  concept  requires  the  deduction  of  expenses  from 
receipts  in  order  to  arrive  either  at  income  or  discretionary 
income ; 

2.  Non-recognition  of  the  increased  work  expenses  of  multiple  earner 
units  essentially  will  work  against  the  interests  of  wives  and 
children  who  wish  to  enter  the  labour  force  and  is  therefore 
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Inherently  unfair; 
3.   Recognition  of  such  expenses  is  necessary  to  provide  a 

balance  against  the  non-inclusion  of  imputed  income  in  those 
families  with  fewer  earners,  but  equivalent  numbers  of  persons. 

Wherever  the  formula  adopted  for  recognition  of  these  expenses  it  is  the 
writer's  view  that  the  formula  should  be  restricted  so  as  to  allow  its  benefits 
only  to  those  with  earned  income;  that  to  the  greatest  possible  extent  the 
benefits  of  such  recognition  should  be  directed  towards  lower  income  units  rather 
than  higher  income  units;  and  that  the  allowances  should  be  as  uncomplicated  in 
form  as  possible.   Several  possible  solutions  present  themselves. 

As  in  the  case  of  all  such  deductions  recognition  could  be  made  by  building 
it  into  the  rate  structure  itself  and  by  providing  a  separate  rate  schedule  for 
every  conceivable  unit  size  and  circumstance.   However,  it  is  obvious  that  this  is 
both  a  needless  and  impossible  proliferation  of  administrative  problems  and  has  no 
chance  of  success.   The  allowance  could  be  made  in  the  form  of  a  deduction  from 
income,  which  would  be  consistent  with  the  profit  model,  but  one  finds  here  the 
inherent  defect  of  a  progressive  system  which  grants  greater  benefit  from  the 
deduction  to  taxpayers  with  larger  incomes  notwithstanding  that  the  dollar  outlay 
may  be  identical  for  low  and  high  income  alike.   A  third  possibility  is  to  provide 
a  tax  credit  which  has  the  advantage  of  having  a  fixed  dollar  value  for  taxpayers 
in  any  bracket  but  is  inconsistant  with  the  profit  model  found  elsewhere  in  the 
system.   It  does  not  recognize  that  a  greater  expense  may  be  occasioned  in  earning 
higher  income  than  lower  income. 

Two  other  solutions  are  possible.   As  with  the  current  system  a  deduction 
might  be  provided  which  is  expressed  as  a  percentage  of  earned  income  (which  accounts 
for  increasing  expenses  with  income)  but  has  a  minimum  dollar  value  (like  a  credit) 
and  a  maximum  (which  allows  the  relief  to  be  channelled  to  lower  income  taxpayers 
by  reducing  the  drain  on  the  system  by  taxpayers  of  higher  incomes) .      An 
alternative  solution  is  to  provide  a  tax  credit  which  would  vary  in  amount  with  the 
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earned  income  of  the  members  of  the  unit.   For  example,  the  basic  credit  might 
be  $100  which  would  be  increased  by  $10  for  every  $1,000  of  net  income  of  a  tax- 
payer in  the  unit  between  $5,000  and  $20,000  and  decreased  by  similar  amounts  for 
every  $1,000  of  income  in  excess  of  $20,000.   The  credit  would  be  available  only 
to  those  with  earned  or  employment  income.  That  system  would  have  the  advantage 
of  ensuring  that  the  bias  of  the  progressive  tax  system  towards  higher  income  tax- 
payers was  controlled;  that  a  minimum  expense  allowance  was  recognized;  that  units 
with  more  than  one  earner  would  have  the  allowances  determined  taking  into  account 
the  earnings  of  each  of  the  members  of  the  unit;  and  that  units  of  high  income  would 
lose  the  benefit  of  the  allowance. 

This  problem  will  be  dealt  with  again  when  the  current  system  is  evaluated 
in  the  next  chapter  of  this  study.   However,  one  must  note  that  yet  another  alter- 
native proposal  (perhaps  the  most  idyllic)  is  to  allow  the  unit  the  option  of  either 
taking  a  standard  credit  or  deduction  in  one  of  the  ways  described  above  or  allow- 
ing the  deduction  of  itemized  actual  expenses,  using  the  same  tests  as  are  now 
applied  to  the  determination  of  whether  a  particular  expenditure  is  deductible  in 
computing  business  or  property  income.   The  current  system  accomplishes  that  result 
by  providing  that  only  those  expenses  incurred  in  the  process  of  producing  income 
are  deductible  and  that  personal  and  living  expenditures  are  not  deductible.   In 
theory,  there  is  no  reason  that  employees  should  be  treated  differently  than  the 
earners  of  business  or  property  income. 

THE  SYSTEM  DEVELOPED 
The  Family  Unit  Accepted 

The  formation  of  principles  in  the  preceding  sections  of  this  study  result 
directly  in  the  choice  of  alternative  units  within  the  tax  system.   Inherent  in 
those  principles  is  the  recognition  of  the  family,  particularly  the  unit  of  husband 
and  wife,  as  one  of  the  appropriate  entities  of  taxation  in  Canada.   Indeed,  it  is 
the  view  of  the  writer  that  there  Is  little  to  support  arguments  against  adoption 
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of  the  individual  and  marital  units  for  tax  purposes,  although  there  is  more 
support  for  the  exclusion  of  the  income  of  dependent  children  as  part  of  the 
tax  unit  and  indeed  some  difficult  arguments  in  favour  of  exclusion.   Nevertheless, 

the  writer  would  recommend  the  adoption  of  the  family  unit,  although  by  the  narrowest 

(49) 
of  margins.      However,  in  recognition  of  the  differences  in  force  compelling 

adoption  of  the  marital  and  family  unit,  this  study  will  deal  with  them  in  separate 

but  consecutive  fashion.   The  marital  unit  will  be  treated  first  and  the  family 

unit  second. 

The  Marital  Unit  Model 

There  is  surprisingly  little  opposition  to  the  adoption  of  a  marital  tax 
unit  composed  of  husband  and  wife,  even  from  those  who  heatedly  contest  the  family 
unit  concept.   It  is  interesting  to  note  that  the  members  of  the  group  authorized 
to  prepare  the  study  on  the  taxation  of  the  family  for  the  Carter  Commission  rejected 
the  concept  of  the  family  unit  but  recommended  the  marital  unit.   The  Commission 
itself,  however,  took  the  wider  course.   Internationally  the  marital  unit  is  more 
the  rule  than  the  exception  and  it  has  received  the  stamp, of  approval  from  Royal 
Commissions  set  up  to  inquire  into  the  tax  system  in  both  Canada  and  the  United 
Kingdom. 

To  be  sure  there  are  some  critics.   Most  often  these  detractors  refer  to  the 
marital  unit  as  imposing  a  "tax  penalty  on  marriage"      In  fact  that  was  the 
ostensible  reason  given  by  the  Federal  Government  in  the  White  Paper  on  Tax  Reform 

for  its  rejection  of  the  suggestion  of  the  Carter  Commission  to  adopt  the  family 

.   (51) 
unit . 

However,  it  is  telling  to  note  that  most  objections  to  the  concept  of  the 

marital  unit  are  based  not  on  a  disbelief  that  spouses  truly  form  a  financial  unit 

but  rather  that  aggregation  of  their  incomes  would  lead  to  a  disproportionate  tax 

burden  of  spousal  income  relative  to  single  individuals  and  others.   To  the  extent 

that  one  measures  equity  by  the  pre-tax  position  of  two  individuals  who  marry  it 
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is  undoubtedly  true  that  there  may  be  a  tax  on  marriage.  The  degree  of  that  tax, 
however,  is  a  question  of  rate  setting  and  exemption  allowances.   But,  as  has  been 
indicated  previously,  it  is  not  to  impose  a  tax  on  marriage  that  the  proposal  is 
advanced  but  rather  to  recognize  that  there  are  economies  to  cohabitation  which 
increase  taxpaying  capacity.   Indeed,  the  question  is  one  of  degree  rather  than  sub- 
stance for  it  is  obvious  that  a  system  could  be  devised  which  would  look  to  husband 
and  wife  as  a  tax  unit  but  provide  an  income  splitting  feature  (the  per  capita  system) 
which  ensures  that  the  combined  tax  on  the  unit  would  be  no  greater  than  would  have 
been  paid  by  two  individuals  of  equal  total  income.  Thus,  it  is  not  inherent  in  the 
acceptance  of  the  unit  that  there  is  a  tax  on  marriage.   Rather  it  is  in  the  con- 
ditioning of  the  rates  applicable  to  that  unit  that  the  tax  on  marriage  results  in 
the  event  that  one  accepts  that  the  economies  of  cohabitation  require  a  married 
couple  to  pay  a  higher  tax  than  two  single  individuals  of  equal  total  income.  Further- 
more, income  splitting  schemes  which  would  avoid  the  tax  on  marriage  have  been 
found  to  impose  a  much  heavier  relative  burden  on  single  individuals  than  they 
deserve  to  bear. 

It  is  proposed  to  test  the  sense  of  the  foregoing  first  by  developing  a  model 
of  the  general  terms  of  a  system  which  would  involve  recognition  of  the  individual 
and  the  marital  tax  units,  then  by  developing  a  model  of  a  system  which  also  would 
recognize  the  family  unit.   Both  will  then  be  subjected  to  examination  according 
to  the  criteria  earlier  outlined  in  this  study  which  in  turn  will  be  followed  by 
a  discussion  of  the  available  mechanisms  for  implementation  of  the  concepts  as 
well  as  the  ramifications  of  the  various  alternatives. 

The  proposed  model  would  have  the  following  characteristics: 

1.  Aggregation  of  all  income  of  husband  and  wife  as  a  tax  unit 
in  addition  to  an  individual  tax  unit. 

2.  An  option  to  spouses  to  file  separate  returns  if  they  so  chose 
but  with  the  consequence  that  they  would  pay  a  greater  tax  than 
if  they  had  filed  as  a  unit; 


-  130  - 

3.  In  the  event  of  Joint  filing  each  spouse  would  be  required  to 
sign  the  return  and  to  attest  to  the  accuracy  of  the  Information 

In  that  return  affecting  that  person  or  emanating  from  that  person. 
Liability  for  tax  would  fall  on  each  member  of  the  unit  Individually 
In  the  ratio  of  that  portion  of  the  tax  that  the  net  Income  of  the 
Individual  member  of  the  unit  is  of  the  entire  Income  of  the  unit. 
Liability  would  also  follow  joint  property  and  property  transferred 
between  members  of  the  unit  at  a  time  when  tax  was  outstanding; 

4.  Two  rate  schedules  would  be  provided  In  the  system.   One  would  be 
for  single  individuals  and  the  other  for  marital  units.   In  both 
cases  recognition  of  non-dlscretlonary  reductions  In  capacity  to 
pay  tax  would  be  by  way  of  tax  credits  or  deductions  as  discussed 
earlier  In  this  study; 

5.  The  marital  unit  would  commence  as  the  beginning  of  the  taxation 
year  next  following  the  year  of  marriage  but  with  the  option  to 
the  unit  members,  to  be  exercised  unanimously,  to  have  the  unit 
commence  at  the  start  of  the  year  of  marriage  Itself; 

6.  The  unit  would  terminate  on  the  death  of  either  spouse,  legal 
separation  (or  de  facto  separation  for  more  than  six  months  In 

In  the  year)  or  divorce,  or  If  one  of  the  spouses  becomes  non-resident. 
For  administrative  flexibility  spouses  would  be  given  the  option, 
exercisable  unanimously,  of  deeming  the  termination  to  have 
taken  place  either  at  the  end  of  the  last  preceding  year  or  at 
the  end  of  the  year  In  which  the  event  occurs  or  at  the  end  of 
the  next  following  year  (to  provide  a  transitional  period  for 
economic  adjustment) ; 

7.  Something  similar  to  the  present  system  of  the  taxation  of  alimony 
and  maintenance  payments  would  be  continued  subject  to  the  comments 
which  will  be  made  In  Chapter  4  of  this  study.   Essentially,  the 
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scheme  would  allow  the  maker  of  payments  to  deduct  them  and 
the  payments  would  be  included  in  the  income  of  the  recipient. 

8.  Transfers  of  property  between  spouses  would  bear  no  tax  consequences 
either  in  respect  of  the  taxation  of  gifts,  inheritances  or  the 
realization,  deemed  or  actual,  of  the  fair  market  value  of  such 
property  in  order  to  take  account  of  accrued  capital  gains  and 
recapture  of  capital  cost  allowances; 

9.  There  would  be  neither  gift  or  inheritance  tax  nor  deemed  real- 
ization on  transfers  of  property  into  or. out  of  a  marital  unit. 
The  recipient  unit  would  receive  the  property  tax  free  and  there 
would  be  a  rollover  of  all  attributes  of  that  property  including 
its  adjusted  cost  base  to  the  former  unit  and  the  undepreciated 
capital  cost,  in  the  case  of  depreciable  property,  to  the  former 
unit; 

10.   Suitable  Income  fluctuation  and  tax  withholding  provisions  would 
have  to  be  built  into  the  system  much  along  the  same  lines  as 
currently  in  the  system  so  as  to  ensure  that  the  benefits  of 
averaging  were  available  to  tax  units  of  various  constitution 
and  to  ensure  that  tax  withholding  was  accomplished  on  an 
equitable,  but  realistic,  basis.   Because  they  are  peripheral 

to  the  main  issues  of  this  study,  however,  these  two  matters 

(52) 
will  be  omitted  from  further  detailed  treatment. 

Before  examining  the  model  according  to  the  criteria  established,  several 
aspects  of  it  require  amplification. 

Aggregation  of  all  income  of  husband  and  wife.   There  are  two  concerns  with 
regard  to  the  opening  premise  of  the  model.   The  first  is  the  definition  of  husband 
and  wife  and  specifically  whether  those  words,  or  the  term  "spouses",  will  be 
defined  so  as  to  embrace  not  only  those  persons  legally  married  but  also  those 
homosexual  and  heterosexual  relationships  which  are  so  akin  to  marriage  that  they 
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should  be  recognized.      The  second  issue  to  be  confronted  is  whether  the  inclusion 

of  all  spousal  income  is  preferable  to  the  exclusion  of  earned  income. 

Unquestionably  it  would  be  preferable  in  a  model  system  to  include  in  a  unit 
not  only  those  persons  cohabiting  through  legal  marriage  but  also  those  persons 
whether  homosexual  or  heterosexual,  who  are  simply  cohabiting  on  a  regularized  basis. 
That  there  should  be  no  distinction  in  theory  between  homosexuality  or  heterosexuality 
seems  to  the  writer  to  be  obvious,  although  acceptance  of  the  former  ^s  "°t  Y^t  well 
enough  entrenched  to  be  feasible.   That  such  relationships,  at  least  such  hetero- 
sexual relationships,  should  be  defined  as  "spousal"  is  preferable  for  at  least  two 
reasons.   The  first  is  that  the  essence  of  the  aggregation  proposal  is  to  recognize 
the  true  economic  units  of  society  having  taxpaying  capacity.   It  is  arguable,  and 
accepted  by  the  writer,  that  the  formality  of  a  ceremony  is  not  required  in  order 
to  render  such  relationships  social  and  economic  units.   Therefore,  they  should  be 
defined  to  have  taxpaying  capacity  and  it  should  be  measured  relative  to  other  units. 
Secondly,  one  of  the  arguments  raised  against  the  marital  unit  in  the  past  has  been 
that  it  may  encourage  people  to  live  outside  of  wedlock.   Although  the  accuracy  of 
that  allegation  is  doubtful  in  any  event  a  clear  answer  to  it  would  be  to  include 
similar  non-ceremonial  living  arrangements  in  a  unit  on  the  same  basis  as  "legal" 
relationships . 

Both  the  definition  of  relationships  equivalent  to  marriage  and  enforcement 
of  tax  collection  from  them  are  difficult  matters.   The  only  inducement  for  the 
persons  involved  to  admit  to  their  relationship  would  be  that  property  transfers 
between  them  would  pass  without  tax  consequence.   It  could  be  made  a  requirement 
of  the  system  that  only  if  they  had  declared  themselves  to  be  a  unit  in  the  years 
preceding  such  transfers  of  property  could  that  exemption  be  obtained.   However,  that 
is  an  unlikely  inducement  given  the  relatively  minimal  assets  of  most  taxpayers. 
Furthermore,  in  the  case  of  homosexual  relations  a  strong  counter  balance  would  be 
the  fact  that  there  still  remains  a  stigma  to  such  relationships,  unjust  though 
that  may  be.   Therefore,  the  system,  relegated  to  heterosexual  arrangements,  would 
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have  to  rely  on  its  self -assessment  provisions,  the  honesty  of  the  parties  involved 
and  such  relatively  minimal  checks  as  could  be  made  by  matching  addresses  in  the 
computer  banks  and  so  on.   In  an  effort  to  assist  the  system  a  question  on  the 
sharing  of  relationships  or  cohabitation  could  be  put  explicitly  on  the  income  tax 
return  so  that  a  person  who  was  to  evade  his  rightful  burden  would  have  to  do  so 
deliberately,  jointly  with  his  partner  and  would  be  subject  to  the  penalties  for 
false  declaration  provided  in  the  system.   If  income  splitting  were  allowed  at  lower 
income  levels  there  would  be  little  problem  since  in  units  with  unequal  income 
distribution  joint  filing  would  be  beneficial.   In  fact,  the  system  then  would  have 
to  require  an  explicit  declaration  of  the  status  of  the  couple  to  prevent  undue 
advantage  being  taken  by  two  persons  not  engaged  in  a  relationship  equivalent  to 
marriage  but  seeking  the  benefits  of  income  splitting. 

The  definition  of  the  extent  of  the  relationship  required  to  be  considered  to 
be  "spousal"  is  also  difficult.   The  types  and  duration  of  such  relationships  are 
infinite.   Some  last  for  weeks,  some  for  months,  some  for  years.   Some  involve  joint 
sharing  of  income,  some  do  not.   Nonetheless,  precedent  exists  for  the  recognition 

of  such  relationships.   For  example,  in  Manitoba  the  Wives  and  Children's  Family 

(54) 
Maintenance  Act     provides  a  right  to  maintenance  for  a  woman  who  has  lived  and 

cohabited  with  a  man  for  a  period  of  one  year  or  more  who  has  fathered  a  child  born 

to  her.   Similarly,  in  several  of  the  provincial  succession  duty  and  gift  tax  acts, 

a  spouse  (for  the  purpose  of  preferential  succession  rights)  includes  a  person  who 

establishes  to  the  satisfaction  of  the  relevant  authority  that  for  not  less  than  the 

five  consecutive  years  immediately  prior  to  the  death  of  a  deceased  or  the  date  of 

a  gift,  as  the  case  may  be,  he  or  she  has  resided  with  the  deceased  or  donor  and  he 

or  she  had  been  represented  by  the  deceased  or  donor  as  his  or  her  spouse.      It 

is  true  that  a  system  which  included  such  relationships  would  have  to  rely  heavily 

on  self  assessment  and  whatever  enforcement  pressures  the  Special  Investigations 

Section  of  Revenue  Canada  could  exert.   It  is  also  true  that  honesty  would  be  repaid 

with  increased  tax  burden  and  dishonesty  with  tax  benefit.   But  that  is  the  nature 
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of  all  self  assessing  taxes  although  made  somewhat  more  difficult  in  this  case 
by  the  usually  low  profile  of  the  circumstances.   Nevertheless,  the  writer  recommends 
that  persons  who  cohabit  for  a  period  of  one  or  more  years  in  circumstances  similar 
to  a  marital  union  and  those  persons  who  cohabit  together  having  a  child  or  children 
of  which  they  are  the  parents  should  be  considered  spouses,  or  husband  and  wife, 
for  the  purposes  of  the  tax  system  whether  or  not  the  marital  unit  is  adopted. 
Partners  in  void  or  voidable  marriages  would  be  treated  as  spouses  until  formal 
dissolution. 

The  second  problem  requiring  discussion  and  amplification  is  the  aggregation 
of  all  of  the  income  of  spouses  regardless  of  source.  The  object  of  including  all 
income  is,  of  course,  to  protect  the  notions  of  equity  and  neutrality.   The  system 
would  not  be  neutral  if  it  gave  a  preference  to  the  earning  of  one  form  of  income 
over  another  by  subjecting  it  to  lesser  tax.   Similarly,  the  system  would  not  be 
equitable  in  either  the  horizontal  or  vertical  sense  if  it  gave  preference  to  one 
kind  of  income  over  another.   Thus,  for  example  if  employment  income  were  excluded 
from  aggregation,  a  marital  unit  which  had  income  from  such  source  would  pay  less 
tax  than  a  marital  unit  which  had  an  equivalent  amount  of  income,  but  the  source  of 
which  was  property.   In  horizontal  terms  this  would  be  unfair.   Therefore,  at  the 
theoretical  level  the  system  should  avoid  any  such  preferences.   However,  much 
sympathy  can  be  expressed  for  a  departure  from  that  rule  in  the  case  of  all  or  part 
of  the  earned  income  of  the  lesser  earning  spouse.   Because,  as  will  be  seen 
aggregation  of  income  normally  will  increase  the  rate  of  tax  payable  on  the  income 
of  the  lesser  earning  spouse  (in  most  cases  so  that  it  will  be  taxed  at  the  highest 
marginal  rate  of  the  higher  earning  spouse)  there  may  be  a  strong  argument  that 
not  only  does  such  a  system  impose  a  tax  on  marriage  but  it  also  imposes  another 
barrier  for  entry  of  women  into  the  labour  force  since  her  income  will  be  taxed  at 
marginal  rates  higher  than  would  be  the  case  under  the  present  system  or  under  a 
system  which  recognized  only  the  individual  as  the  tax  unit.   This  does  not  go  to 
the  question  of  proprietary  rights  to  the  income.   Indeed  nothing  in  any  of  the 
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proposals  in  this  study  affects  the  proprietary  rights  of  individuals  to  the  income 
they  earn.   It  is  simply  the  tax  consequences  that  change.  Nevertheless,  it  must 
be  observed  that  as  a  general  rule  the  most  neutral  system  from  the  vantage  point 
of  a  woman  seeking  to  enter  the  labour  force  at  a  time  when  she  is  married  is  a 
system  which  recognizes  only  the  individual  since  that  system  by  its  nature  precludes 
the  "tax  on  marriage". 

Furthermore,  it  may  be  pointed  out  that  the  concepts  of  equity  and  neutrality 
in  the  taxation  of  income  regardless  of  source  are  already  distorted  in  the  tax  system. 
While  the  response  to  that  may  be  that  such  distortion  should  not  exist  or  that 
there  may  be  compelling  reasons  for  the  distortion  it  is  true  that  various  forma 
of  property  income  are  preferentially  taxed.   For  example,  dividends  received  from 
Canadian  corporations  bear  a  dividend  tax  credit  which  reduces  the  rate  of  tax  pay- 
able on  such  income.      It  has  already  been  noted  that  one-half  of  a  capital  gain 
escapes  the  tax  net.  Up  to  $1,000  ($2,000  between  spouses)  a  year  of  interest  income 
may  be  earned  tax  free.      Why,  then,  should  employment  income,  or  earned  income 
to  be  more  specific  not  be  treated  preferentially.  The  argument  is  enhanced  still 
further  if  one's  bias  would  be  to  give  preference  to  the  earnings  of  labour  rather 
than  the  earnings  of  capital,  a  concept  which  finds  much  favour  with  the  writer. 

Moreover,  if  one  accepts  it  as  a  fact  that  the  role  of  the  woman  in  our  society 
has  historically  been  one  of  subjugation  and  inequality  and  if  one  accepts  the 
proposition  that  the  tax  system  should  be  conditioned  so  as  to  make  it  more  desirable 
or  at  least  easier  for  a  woman  to  enter  the  labour  force  (at  least  it  shouldn't  impose 
a  barrier)  then  there  is  much  to  be  said  for  ensuring  that  the  earned  income  of  a 
woman  (who  will  normally,  but  not  always,  be  the  lower  income  earner  in  the  family) 
will  be  taxed  no  more  heavily  than  if  she  were  unmarried.   If  those  biases  are 
strongly  held  and  if  one  accepts  that  the  tax  system  is  the  appropriate  or  best 
vehicle  to  employ  then  the  answer  is  obviously  that  earned  income  should  be  treated 
differently  and  preferentially  in  the  scheme  of  aggregation  than  other  forms  of  income. 

The  writer  finds  it  difficult  to  resolve  the  tension  of  the  two  perspectives. 

J 
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However,  it  is  the  writer's  view  that  the  principles  of  equity  and  neutrality  should 
be  observed  as  the  basic  premises  of  the  system  but  with  one  of  two  modifications. 
The  first  modification  would  be  to  ensure  that  in  low  to  lower  middle  income  brackets, 
up  to  $10,000  or  $15,000  of  unit  income,  the  rate  schedules  selected  should  be  such 
as  to  ensure  that  the  tax  payable  by  a  marital  unit  is  not  increased  because  of 
aggregation.   Thus,  both  principles  would  be  observed  and  the  majority  of  units  would 
be  unaffected  by  aggregation.   Alternatively,  or  additionally,  the  rate  structure 
would  ensure  no  additional  tax  through  aggregation  up  to  lesser  income  limits  (say 
$5,000  to  $7,000)  but  a  credit  would  be  provided  to  a  unit  which  had  earned  income 
from  more  than  one  person.   That  credit  would  be  computed  on  the  basis  of  the  earned 
incomes  of  the  members  of  the  unit  other  than  the  highest  earner  and  would  relieve 
the  tax  brought  about  by  aggregation  of  the  earned  income  up  to,  say,  the  $10,000  or 
$15,000  level  of  unit  income.   This  alternative  would  reduce  the  benefits  granted 
to  those  units  which  have  little  or  no  earned  income. 

Spouses  would  have  the  option  to  file  separately.   Given  the  view  of  the  writer 
that  spouses  are  indeed  an  economic  partnership  it  would  not  have  been  a  personal 
preference  to  have  allowed  an  option  of  this  kind.   The  purpose  of  the  option  is  to 
take  account  of  the  alleged  right  to  privacy  of  one  spouse  to  keep  his  financial 
affairs  secret  from  the  other.   However,  both  the  systems  in  the  United  States  and 
the  United  Kingdom  as  well  as  the  recommendations  of  the  Carter  Commission  have 
been  premised  on  the  acceptability  of  the  situation  where  husband  and  wife  do  not 
wish  to  disclose  their  incomes  to  each  other  both  where  they  are  living  together  and 
where  they  are  not.   Therefore,  the  Carter  Commission  proposed  allowing  optional 
individual  filing  but  only  in  the  context  that  the  rate  structure  should  impose  an 
equal  or  heavier  burden  on  spouses  who  opted  out  of  the  joint  filing  system. 
Couples  who  were  divorced  or  legally  separated  would  of  course  file  as  individuals. 
The  Commission's  proposal,  with  one  modification  is  acceptable  for  implementation. 
The  proposal  is  that: 

"each  spouse  would  multiply  his  or  her  income  by  two;  the  tax  on 
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this  doubled  income  would  be  computed  from  the  family  unit 
rate  schedule;  and  the  tax  payable  by  the  spouse  would  be  one- 
half  of  the  amount  of  the  tax  computed  in  this  manner. "(58) 

The  Commission  noted  that  this  would  usually  result  in  somewhat  higher  family  taxes 

than  if  the  incomes  had  been  aggregated.   Only  where  incomes  were  exactly  equal 

would  this  result  not  occur. 

The  proposal  is  adequate  except  in  one  respect.  Where  a  married  couple  are 
not  legally  separated,  but  in  fact  living  apart,  there  is  no  justification  for 
imposing  on  them  a  higher  burden  than  if  they  were  living  together  and  filing  Jointly. 
Surely  their  ability  to  pay  would  be  less  than  during  cohabitation.  Therefore,  the 
Carter  proposal  should  be  modified  to  provide  that  where  a  married  couple  have  lived 
separate  and  apart  for  some  reasonable  period  of  time  (say,  6  months),  during  the 
tax  year,  (Sweden  has  this  concept),  they  should  be  allowed  to  file  as  individuals 
on  the  same  basis  as  if  they  were  legally  separated.   Then,  if  the  rate  structure 
is  such  as  to  impose  a  heavier  burden  on  the  marital  unit  then  on  two  individuals 
who  collectively  had  the  same  income,  no  harm  will  have  been  done.   On  the  other  hand, 
spouses  who  do  pool  or  choose  not  to  for  extraordinary  reasons  but  still  live 
together,  would  pay  higher  taxes  than  if  they  filed  separately,  at  least  in  the  middle 
income  brackets.   There  is  little  that  can  or  need  be  done  to  relieve  the  horizontal 
inequity  which  would  result  under  this  system  in  the  case  of  unequal  distribution 
of  income  among  spouses  who  are  living  separate  and  apart  since  to  all  intents  and 
purposes  they  should  be  treated  as  individuals. 

Individual  liability.   The  Carter  Commission  proposed  joint  and  several 
liability  for  members  of  a  tax  unit.   It  is  the  view  of  the  writer  that  it  is  un- 
necessary to  go  that  far  and  unwise  to  impose  a  burden  of  taxation  on  a  member  of 
a  unit  who  may  suffer  as  a  result  of  the  dishonesty  or  evasion  of  another  unit 
member.   So  long  as  each  of  the  members  of  a  unit  are  responsible  for  the  information 
supplied  by  them  as  well  as  having  liability  for  the  proper  proportion  of  the  unit's 
tax,  that  is  sufficient.  Different  considerations  may  be  involved  in  the  case  of 
the  inclusion  of  the  income  of  children,  but  even  then  there  should  be  no  liability 
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for  evasion  or  misrepresentation  or  fraud  outside  of  the  knowledge  or  reasonable 
knowledge  of  the  parent.   Furthermore,  the  tax  system,  as  such,  would  not  have  to 
take  account  of  the  source  of  the  "actual"  payment  of  the  tax  since  even  if  one 
unit  member  paid  the  tax  of  another  member  it  would  be  akin  to  any  other  consensual 
transfer  of  property  between  them  and  would  not  bear  tax  consequences.   Rather  the 
purpose  of  the  formula  would  be  to  provide  for  the  allocation  of  "responsibility" 
for  payment  and  to  give  the  parties  a  guide  to  their  respective  liability. 

The  liability  for  tax  of  a  unit  member  would  be  computed  according  to  a 
formula  as  follows: 

Net  income  of  individual  member    Tax  payable  by  the  unit  =  Tax  of  indiv- 

.,    .       i-   ,     J  X  idual  member . 

Net  income  of  the  unit 

In  effect  that  formula  roughly  accomplishes  the  objective  of  determining  an 
effective  rate  of  tax  payable  by  the  unit  on  all  its  income  and  ensuring  that  that 
effective  r^te  of  tax  is  paid  on  the  income  of  each  of  the  individuals.   The  only 
exception  to  the  general  rule  would  be  required  in  the  event  that  transfers  of 
property  were  made  within  the  unit  so  as  to  avoid  liability.   To  combat  that  possib- 
ility a  provision  would  be  inserted  to  provide  for  the  liability  of  the  transferee 
of  property  who  is  a  member  of  the  same  tax  unit  as  the  transferor,  to  the  extent 
that  the  transferor  has  defaulted  in  payment  of  tax  which  had  accrued  at  the  time 

of  the  transfer.   In  this  regard  one  might  note  that  liability  for  tax  arises  not 

(59) 
at  the  time  of  assessment  but  at  the  time  of  the  earning  of  the  income. 

In  the  event  the  system  were  to  allow  either  credits  or  deductions  outside 
of  the  "profit"  concept,  the  formula  would  be  amended  to  ensure  that  the  benefit 
of  the  credit  would  accrue  to  the  unit  member  to  whom  it  was  directed.   If  it  was 
directed  to  the  unit  as  such  there  would  be  no  such  attribution. 

Separate  rate  schedules  for  individual  and  marital  units.  The  exact  nature 
of  such  schedules  will  be  dealt  with  more  fully  later  in  this  study.   Suffice  to 
say  here  that  the  rate  structure  philosophy  to  be  recommended  is  intended  to  reflect 
the  principles  of  tax  burden  allocation  outlined  previously.   Recognition  of  non- 
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discretionary  reductions  in  ability  to  pay  tax  would  be  accomplished  both  by  rate 
adjustments  and  the  provision  of  tax  credits.   Child  care  expenses  would  be  accounted 
for  by  deductions.   Taxpayers  in  lower  brackets  would  be  relieved  of  all  or  most  of 
the  "tax  on  marriage"  while  taxpayers  in  higher  brackets  would  pay  taxes  identical 
to  a  single  individual  of  equal  income. 

The  description  of  the  system  of  taxation  in  the  United  States  (supra)  indicated 
that  the  concept  of  the  "household  unit"  had  there  been  adopted  to  take  account  of 
situations  of  "partial  sharing".   It  is  here  rejected  on  the  basis  that  the  same 
purpose  may  be  accomplished  through  the  use  of  personal  deductions,  exemptions  or 
credits.   At  any  rate,  the  household  unit  in  the  United  States  is  not  such  in  the 
sense  of  requiring  aggregation  of  income.   It  serves  rather  as  another  method  of 
reducing  the  burden  on  a  taxpayer  charged  with  the  dependency  of  others,  the  method 
being  the  provision  of  an  additional  rate  schedule. 

Commencement  of  the  unit  either  at  the  start  of  the  year  of  marriage  or  at 
the  beginning  of  the  taxation  year  next  following.   The  Carter  Commission  had  recomm- 
ended that  the  tax  unit  commence  in  the  year  of  marriage,  but  this  seems  unnecessarily 
harsh.   The  optional  system,  which  is  that  used  in  the  United  States,  is  to  be 
preferred  so  that  no  untoward  distortions  occur  from  unforseeable  variations  in 
marital  circumstacnes. 

Termination  of  the  unit.   For  the  most  part  the  proposal  is  self-evident. 
The  termination  provisions  proposed  are  a  modified  version  of  the  proposal  made  by 
the  Carter  Commission.   The  system  is  intended  to  provide  as  much  flexibility  as 
possible  with  the  least  disruption  for  the  individuals  involved  and  taking  into 
account  the  trauma  of  transition.   The  major  controversy  which  might  develop  on 
this  portion  of  the  proposal  would  be  with  regard  to  the  termination  of  the  unit 
in  the  event  of  a  couple  having  lived  separate  and  apart  for  some  reasonable  period, 
suggested  here  to  be  6  months.   The  rationale  behind  such  a  provision  is  the  same 
as  that  referred  to  earlier  in  the  discussion  on  the  granting  of  the  option  for 
separate  filing  to  spouses  who  have  lived  separate  and  apart  for  that  period.   In 
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fact,  the  ramification  of  granting  an  option  to  such  persons  and  the  termination 
of  the  unit  are  identical  so  long  as  there  are  no  tax  consequences  Imposed  on  the 
transfer  of  property  between  spouses  and  so  long  as  there  are  no  such  consequences 
on  property  transfers  between  spouses  going  in  or  out  of  a  unit. 

Deduction  of  alimony  and  maintenance  payments.   As  will  be  seen  in  chapter  4 
of  this  study,  the  present  tax  system  allows  the  payor  to  deduct  alimony  and  main- 
tenance payments  so  long  as  they  are  made  on  a  periodic  basis  and  compels  the  payee 
to  include  identical  amounts  in  income.   The  effect  is  to  allow  Income  splitting 
between  separated  spouses  in  order  to  recognize  decreased  ability  to  pay  because 
of  the  need  to  maintain  two  households  in  the  place  of  one.   That  system  would  be 
continued  but,  as  will  be  seen,  it  is  the  writer's  view  that  the  distinction  between 
periodic  and  capital  payments  should  be  abandoned.   In  the  writer's  view  either  all 
payments  should  be  deductible  to  the  payor  unit  and  be  income  to  the  recipient  unit 
or  periodic  payments  should  continue  to  be  deductible  as  and  when  made  while  capital 
payments  would  be  deductible  in  a  manner  similar  to  straight  line  depreciation,  say 
at  the  rate  of  20%  a  year  for  5  years.   Essentially,  the  rationale  would  be  to 
equalize  the  tax  treatment  of  those  units  choosing  to  make  settlements  by  way  of 
periodic  or  capital  payments  and  to  provide  some  incentive  for  settlements  of  capital 
so  as  to  loosen  the  purse  string  control  of  the  payor  (usually  the  husband) . 

Property  transactions  between  spouses  would  have  no  tax  consequences.  There 
are  several  reasons  for  excluding  tax  considerations  on  property  transfers  between 
spouses.   At  the  root  lies  the  very  underpinning  of  the  proposal  to  aggregate  the 
incomes  of  spouses  (and  Indeed  the  family) .   That  root  is  that  the  unit  is  the  basic 
economic  and  social  institution  of  our  society;  that  economically  it  is  a  partner- 
ship and  should  be  recognized  as  such;  and  that  assets  are  produced  and  property 
realized  and  maintained  not  through  the  sole  efforts  of  one  member  of  the  unit  but 
through  the  combined  efforts  of  all  members  of  the  unit  who  contribute  each  in  his 
or  her  own  way.   This  is  not  to  say  that  the  foregoing  description  accurately  portrays 
family  or  spousal  life  amongst  all  units  in  the  society.   Obviously  it  does  not. 
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Indeed,  male  domination  and  superior  property  rights  are  likely  still  very  prevalent 
in  many  units  and  regions.   However,  as  a  general  proposition  for  the  majority  of 
units  and  as  a  goal  to  be  reached  it  is  suggested  that  the  proposition  is  valid. 
Indeed,  one  may,  as  a  rough  test,  determine  the  parameters  of  unit  selection  by 
answering  the  question  as  to  which  persons  and  relationships  one  would  extend  the 
right  of  tax  free  transfers  of  property.   To  the  extent  that  the  answer  is  affirmativ 
such  persons  should  be  a  part  of  a  taxpaying  unit. 

Furthermore,  the  tax  system  should  not  put  forth  any  obstacles  or  barriers 
to  the  transfer  of  property  between  spouses  (or  between  parents  and  dependent 
children) .   Neutrality  requires  that  such  choices  be  made  in  the  absence  of  inter- 
ference by  the  state.   Moreover,  it  can  only  be  desirable  to  encourage  or  at  least 
not  prevent  the  equalization  of  property  rights  of  men  and  women  in  the  society. 
Tax  barriers  have  the  reverse  effect.  Therefore,  to  the  extent  that  individuals 
consensually  wish  to  reorganize  their  property  affairs  in  a  spirit  of  familial 
egalitarianism,  the  state  should  be  supportive.   To  the  extent  that  the  provinces 
determine  property  sharing  regimes  which  involve  joint  property,  deferred  rights 
in  property,  compulsory  transfer  of  assets  between  spouses,  or  the  like,  then  the 
federal  tax  system  should  be  prepared  to  accept  such  provisions  and  to  provide  a 
system  within  which  from  a  federal  tax  perspective  all  individuals  and  all  units 
are  treated  equally.   Only  by  unitizing  such  persons  for  all  federal  tax  purposes 
will  this  form  of  equality  be  ensured.   Since,  several  such  provincial  schemes  are 
currently  in  process  and  likely  to  be  accelerated  over  time  it  is  important  to 
recognize  this  feature  of  the  proposals  here  made.   In  fact,  one  can  go  further. 
In  order  to  ensure  that  whatever  the  system  of  property  adopted  by  a  province; 
whether  it  relates  to  rights  to  income  or  property  or  capital;  and  whether  Immediate 
or  future,  it  can  be  said  that  the  only  system  which  can  adequately  ensure  horizont; 
equity  in  all  possible  circumstances  is  one  which  recognizes  the  persons  involved 
in  such  regimes  as  a  tax  unit.   Even  now,  as  will  be  detailed  in  Chapter  4  problems 
are  developing  in  the  federal  tax  system.   For  example,  in  Quebec  where  property 


-  142  - 
is  held  under  a  regime  of  community,  or  partnership  of  acquests,  there  is  now 
doubt  as  to  the  proper  treatment  to  be  accorded  income  earned  from  disposition  of 
such  property  at  a  gain.   The  solution  to  that  problem  and  all  problems  like  it 
would  be  to  put  the  individuals  involved  together  into  a  tax  unit  so  that  the 
incidental  title  aspects  of  the  property  holding  would  be  irrelevant  for  tax  pur- 
poses. 

There  are  two  other  reasons  for  ensuring  that  transfers  of  property  between 
spouses  and  transfers  to  spouses  in  and  out  of  the  unit  do  not  incur  tax  consequences. 
The  first,  is  that  if  one  did  not  have  such  a  provision  then  transfers  of  property 
within  the  unit  would  create  tax  liability  for  the  unit  merely  on  an  internal  transfer.. 
Thus,  having  accepted  the  unit  members  as  being  an  economic  unit  it  is  Illogical  to 
recognize  income  on  transfers  within  the  unit.   Secondly,  administratively  the 
problem  is  immense  if  the  system  has  to  distinguish  between  transfers  of  property 
in  fulfilment  of  normal  everyday  responsibilities  of  family  members  e.g.  for 
necessaries,  and  other  forms  of  transfer.  The  system  would  be  impossible  to  enforce 
with  any  degree  of  certainty,  although  not  dissimilar  questions  are  involved 
presently  in  the  gift  tax  legislation  of  all  levying  provinces  and  were  previously 
involved  in  the  gift  tax  legislation  of  the  federal  government  before  its  repeal. 
Minimal  exemption  levels  could  be  built  into  avoid  some  of  the  administrative  and 
enforcement  problems  but  since  on  principle  such  transfers  should  not  be  taxed 
there  is  no  need  to  deal  with  this  solution  at  any  further  length. 

The  Carter  Commission  proposed  a  restriction  on  tax  free  transfers  between 

spouses  in  the  event  that  the  relationship  was  childless.   It  said: 

"The  only  restriction  we  propose  on  tax-free  transfers  between 
spouses  is  one  we  believe  necessary  to  reduce  tax  avoidance 
through  artifically  arranged  marriages.   We  recommend  that 
with  one  exception,  property  should  be  permitted  to  be  trans- 
ferred from  one  spouse  to  the  other  free  of  tax  only  after  the 
marriage  has  lasted  for  five  years,  or  after  the  couple  has  a 
natural  born  child,  whichever  is  earlier.   The  exception  would 
be  that  one  spouse  could  make  tax  free  transfers  to  the  other 
spouse  during  this  period  equal  to  one-half  of  the  income  after 
tax  reported  by  the  family  unit  during  the  marriage.   This  is 
an  administratively  simple  method  of  permitting  transfers  of 


property  which  may  have  been  accumulated  after  marriage  as 
a  result  of  sacrifices  made  by  both  husband  and  wife. "(60) 

In  the  writer's  view  such  a  restriction  is  both  unnecessary  and  unwise.   There 
is  no   evidence  that  would  support  the  proposition  that  marriages  have  been  or  would 
be  artifically  arranged  in  order  to  take  advantage  of  the  system.   Indeed,  a  very 
special  relationship  would  have  to  have  existed  between  the  parties  contemplating 
such  a  marriage  before  one  of  them  would  agree  to  transfer  property  to  the  other 
out  of  the  goodness  of  his  or  her  heart.   To  the  extent  that  such  artificality  might 
exist  it  is  suggested  that  the  courts  should  deal  with  the  matter  on  the  basis  of 
the  substance  of  the  transaction  and  the  purpose  of  the  marriage.  The  federal  gift 
tax  legislation  from  1968  to  1972  allowed  tax  free  transfers  of  property  between 
spouses.   Some  of  the  current  provincial  gift  tax  legislation  (e.g.  Ontario)  have 
simiilar  provisions.   The  Carter  Commission  Report  was  written  before  provisions  of 
this  kind  were  contained  in  legislation.   To  the  knowledge  of  the  writer  there  was 
no  abuse  under  the  federal  system  and  there  is  no  abuse  under  any  of  the  provincial 
systems.   Therefore,  the  restriction  is  unnecessary. 

The  restriction  may  also  be  considered  unwise  in  that  it  imposes  a  penalty  on 
spouses  who  have  been  married  less  than  five  years  relative  to  those  married  more 
than  five  years.   Implicit  is  the  assumption  that  a  wife  in  a  childless  marriage 
who  has  been  a  spouse  for  but  four  years  has  lesser  rights  or  less  entitlement  than 
one  who  has  been  a  wife  for  six  years.   The  writer  rejects  that  thesis  on  principle. 
Furthermore,  the  section  would  have  the  effect  of  inhibiting  transfers  of  property 
in  the  early  years  of  marriage,  thereby  placing  a  tax  barrier  to  the  rationalization 
of  family  assets  from  the  outset  of  marriage. 

Rollover  on  transfers  within  the  unit  and  on  coming  into  and  going  out  of  the 
unit.    Since  there  is  to  be  neither  income  from  gift  or  inheritance  or  deemed  or 
actual  realization  of  accrued  capital  gains  or  recapture  of  capital  cost  allowance 
on  property  transfered  within  the  unit  or  on  entry  or  departure  from  the  unit  it  is 
necessary  to  ensure  that  such  accrued  capital  gains  and  losses  and  the  potential 
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recapture  of  capital  cost  allowances  or  terminal  loss  are  only  deferred  not  lost. 
The  tax  base,  if  it  is  to  have  integrity,  must  ensure  that  at  some  point  in  time 
there  is  realization  of  accrued  capital  gains  and  recapture  of  unncessary  capital 
cost  allowances.   It  is  the  view  of  the  writer  that  it  would  be  inappropriate  to 
force  such  realization  at  the  time  of  transfer  amongst  members  of  a  unit  (once  again 
because  they  are  an  economic  unit)  but  protection  for  the  system  must  be  concurrent. 
Therefore,  the  adjusted  cost  base  of  property  should  follow  the  property  until  such 
time  as  a  member  ceases  to  be  resident  or  there  is  either  an  actual  disposition  or 
a  deemed  disposition  of  the  property  to  someone  outside  of  the  unit  either  inter 
vivos  or  on  death.   Similarly,  in  the  case  of  depreciable  property  the  undepreciated 
capital  cost  of  the  property  should  follow  the  property  to  prevent  inflated  allow- 
ances from  being  taken  and  to  preserve  the  potential  for  recapture  of  capital  cost 
allowances.   In  the  case  of  a  unit  member  ceasing  to  be  resident  there  would  be 
deemed  realization  of  that  member 's  property  only. 

The  Family  Unit  Model. 

A  family  unit,  as  ppposed  to  the  marital  unit,  necessarily  would  involve 
some  broader  concepts  than  those  in  the  marital  unit  discussion  foregoing.   However, 
all  of  the  commentary  there  is  relevant  to  the  discussion  of  the  family  unit. 
Aside  from  the  definition  of  which  children  are  to  be  included  in  the  unit  and  under 
which  circumstances,  a  system  which  taxed  the  family  unit  would  have  to  be  con- 
ditioned differently  than  the  marital  unit  with  regard  to  the  tax  consequences  of 
the  withdrawal  of  a  child  from  the  unit  or  the  withdrawal  of  property  by  a  child 
from  the  unit. 

In  the  discussion  on  the  marital  unit  it  was  acceptable  that  there  should  be 
no  tax  consequences  accruing  to  transfers  of  property  within  the  unit  or  on  spouses 
entering  or  departing  from  the  unit.   Aside  from  the  recognition  of  the  spouses 
as  an  economic  partnership,  the  omission  of  tax  consequences  is  tolerable  because 
undoubtedly  in  a  time  period  approximating  the  joint  lifetime  of  the  spouses. 
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property  owned  by  them  would  pass  either  by  way  of  gift  or  on  death  to  persons 
outside  of  the  marital  unit  and  thus  realistic  realization  of  the  accrued  tax 
potential  of  such  property  can  be  anticipated.   It  would  be  the  rare  situation 
where  serial  or  consecutive  marriages  could  be  arranged  in  order  to  ensure  the 
infinite  succession  of  property  without  tax. 

However,  the  same  assumption  cannot  be  made  in  the  case  of  children.   In  the 
event  that  the  system  were  blind  and  tax  free  transfers  of  property  amongst  unit 
members  were  allowed  not  only  while  the  unit  was  in  existence  but  also  when  a  child 
withdrew  from  the  unit  then  property  would  follow  that  child  into  his  new  unit, 
would  be  transferred  tax  free  or  without  tax  consequence  to  his  offspring  who  in 
turn  would  leave  the  unit  without  tax  consequences  and  who  in  turn  would  transfer 
tax  free  to  their  offspring.   In  effect,  no  part  of  the  accumulated  wealth  would 
ever  be  taxed  even  if  gifts  and  inheritances  were  included  in  the  income  tax  base. 
Similarly,  accrued  but  unrealized  capital  appreciation  in  property  similarly  would 
never  be  realized  and  taxed  so  long  as  it  passed  from  generation  to  generation  in 
the  family.   Therefore,  while  the  system  may  and  sliould  tolerate  tax  free  transfers 
between  spouses  who  leave  a  unit  it  cannot  do  so  in  the  case  of  children  who  cease 
to  be  members  of  the  family  unit. 

Before  dealing  with  those  problems  in  more  detail  it  would  perhaps  be  advant- 
ageous to  begin  to  develop  the  more  basic  aspects  of  the  model.  For  the  most  part 
the  writer  accepts  and  recommends  the  model  proposed  by  the  Carter  Commission. 
The  substantial  areas  of  difference  for  the  most  part  are  few,  relating  to  age  of 
dependency,  earned  income  and  the  treatment  of  deemed  realization  of  property  with- 
drawn from  the  tax  unit  and  the  taxation  of  gifts  to  the  v/ithdrawing  member. 

The  composition  of  the  family  unit  would  include: 

1.   Spouses  who  are  Canadian  residents,  the  unit  commencing  either 
at  the  start  of  the  year  of  marriage  or  at  the  beginning  of  the 
taxation  year  next  following  the  year  of  marriage  at  the  option 
•  of  the  taxpayer; 
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2.  Resident,  children  (or  orphaned  grand -children)  18  years  of 

(  f.'i) 
age  or  less  or  over  18  and  infirm.       An  unmarried  resident 

child  16  to  18  years  of  age  who  lived  away  from  home  and  was 
employed  or  operated  a  business  on  a  full-time  basis  would  be 
permitted  to  file  as  a  member  of  the  unit  or  as  an  individual 
at  the  option  of  the  child  or  of  the  child's  parents.   Further- 
more, an  unmarried  resident  child  over  18  years  of  age  who 
attended  a  recognized  institution  of  post-secondary  education 
on  a  full-time  basis  would  have  the  option,  if  acceptable  to 
both  the  child  and  the  parents,  to  remain  a  member  of  the  family 
unit ; 

3.  In  addition  to  commencement  at  marriage  a  family  unit  would  also 
be  formed  on  the  birth  of  a  child  to  an  unmarried  woman  or  the 
adoption  of  a  child  by  any  unmarried  individual.   On  the  divorce 
or  separation  of  spouses  two  units  would  be  formed  the  child  being 
allocated  according  to  custody  rights  or  by  election  in  the  case 
of  joint  custody. 

As  in  the  case  of  the  marital  unit,  there  would  be  a  separate  rate  schedule 

for  individuals  and  family  units.   Subject  to  the  comments  made  in  relation  to  the 

marital  unit,  all  of  the  income  of  spouses  would  be  aggregated  as  well  as  all  of  the 

income  of  children  who  were  members  of  the  unit.   In  the  event  that  the  spouses  had 

elected  to  file  as  individuals  under  the  option  there  proposed,  the  income  of  all 

or  any  of  the  children  would  be  aggregated  with  that  of  the  parent  of  higher  income 

for  calculation  purposes.   In  the  case  of  joint  filing,  liability  for  payment  of 

the  tax  would  fall  on  the  members  of  the  unit  who  had  earned  the  income  although 

it  had  been  aggregated  for  rate  purposes.   The  formula  for  determining  liability 

for  payment  of  the  tax  essentially  would  be  the  same  as  suggested  for  the  marital 

unit  i.e. 

Individual's  net  income     Tax  payable  before  credits 

Member's  tax  =  unit's  net  income        ^ 
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Then  tax  credits  available  specifically  to  any  individual  nenber  would  be 
dedu-.'.ed  by  i:im  or  her.   The  formula  assumes  that  the  benefit  of  credits  can 
be  allocated  but  that  in  placing  incomes  on  a  rate  schedule  containing  graduated 
marginal  rates  it  is  impossible  to  determine  which  of  the  income  was  earned  at  the 
lower  and  which  at  the  higher  brackets.   Furthermore  the  concept  of  assessing 
individual  liability  for  the  tax  provides  protection  for  those  rare  family  units 
in  which  one  or  more  members  may  abscond  or  be  errant  in  some  other  way.   It  is 
not  necessary  to  the  integrity  of  the  system  that  liability  for  payment  of  tax  be 
the  equivalent  of  definition  of  the  unit.   The  latter  is  for  the  purposes  of  ensuring 
equity  in  the  allocation  of  the  tax  burden  and  has  nothing  to  do  with  liability  for 
payments. 

The  writer  is  of  two  minds  with  regard  to  the  inclusion  of  all  income  of 
dependent  children  in  the  family  rate  schedule.   As  in  the  case  of  marital  income 
there  are  practical  difficulties  and  contrary  theoretical  arguments  to  the  inclusion 
of  all  forms  of  income.   Unequestionably ,  the  case  for  the  inclusion  of  the  non- 
earned  income  of  children  is  the  strongest  both  from  the  perspective  of  ensuring 
that  the  tax  burden  is  properly  allocated  by  measuring  the  true  taxpaying  capacity 
of  units  and  also  to  prevent  untoward  income  splitting  benefits  resulting  from 
different  family  title  arrangements.   It  is  notorious,  as  will  be  demonstrated  in 
Chapter  4  of  this  study,  that  income  splitting  schemes  are  often  implemented  in 
order  to  avoid  taxes,  while  still  retaining  the  use  and  benefit  of  the  property 
income  within  the  family  unit.   It  also  will  be  seen  that  the  current  provisions  of 
the  Income  Tax  Act  which  attempt  to  prevent  such  schemes  are  highly  ineffective. 
Therefore,  on  property  income  there  is  little  question  that  aggregation  should  be 
the  rule. 

However,  the  question  of  earned  income  is  somewhat  more  difficult.   The 
Carter  Commission  recommended  that  earned  income  up  to  $500,  earned  at  arm's  length 
by  a  child  in  a  family  unit,  should  be  exempt  from  tax  and  not  subject  to  aggregation, 
The  purpose  of  the  exemption  was  designed  to  exclude  small  sums  earned  by  children 
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from  casual  employment'  primarily  because  it  was  the  Commission's  view  that  it 
would  be  impossible  to  enforce  the  reporting  of  such  sums.   While  there  may  be  some 
doubt  about  the  enforcement  problem  or  at  least  the  extent  of  it,  the  Commission's 
reasoning  is  sound.   Therefore,  the  writer  would  suggest  exclusion  of  a  minimal 
amount  of  employment  income,  not  more  than  $500,  from  aggregation.   In  doing  so  one 
must  recognize  the  breach  of  horizontal  equity  and  must  rationalize  it  on  adminis- 
trative grounds. 

Indeed,  there  is  much  to  be  said  for  excluding  all  income  of  children  earned 
from  arm's  length  sources.   The  concept  of  familial  income  is  less  strong  in  its 
extension  to  children  than  to  spouses.   Children  who  work  for  their  income  do  so 
under  many  more  varied  circumstances  than  exist  between  spouses.   The  amounts  involved 
are  likely  more  minimal  in  any  event  and  there  is  something  to  be  said  for  encourag- 
ing incentive  and  self  sufficiency.   Therefore,  the  concept  of  excluding  the  income 
of  children  to  the  extent  earned  from  arm's  length  sources  has  some  compelling  force. 
The  other  proposals  here  made  relating  to  the  family  unit  will  be  flexible  enough 
to  accommodate  exclusion  of  such  income,  if  it  is  thought  desirable,  although  the 
writer  on  balance  rejects  the  exclusion  in  homage  to  the  principles  of  equity  and 
neutrality.   In  the  event  that  it  were  to  be  excluded  a  system  could  be  devised 
which  would  allow  earned  income  to  be  taxed  on  the  individual  rate  schedule.   In  the 
event  that  a  child  had  both  investment  and  earned  income  some  recognition  would  have 
to  be  given  to  the  fact  that  the  investment  income  being  taxed  on  the  family  rate 
schedule  would  already  have  benefited  from  any  zero  rate  bracket  provided  at  the 
bottom  of  the  schedule,  or  some  other  form  of  recognition  of  basic  subsistence  levels 
of  income.   A  formula  would  have  to  be  devised  to  ensure  that  no  untoward  benefit 
accrued  to  such  children. 

In  relation  to  the  earned  income  of  a  child  an  alternative  to  leaving  it  out 
of  the  aggregation  system  is  to  compel  aggregation  but  give  a  vanishing  credit  to 
a  dependent  child  on  his  earned  income  equal  to  the  additional  tax  imposed  by  aggreg- 
ation on  income  between,  say,  $7,500  and  $15,000,  the  amount  of  the  credit  to 
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decrease  by  $1.00  for  every  — ^ of  income  of  the  dependent  above  or  below 

$7,500.   In  the  formula  X  represents  the  amount  of  the  credit  which  in  turn  equals 

the  tax  imposed  by  aggregation.   Thus,  if  on  the  selected  rate  schedules,  income 

in  the  bracket  between  $7,500  and  $15,000  would  bear  a  tax  of  $375  in  addition  to 

the  tax  payable  by  a  single  individual  then  the  basic  credit  for  earned  income  would 

be  $375.   To  ensure  that  it  was  accurately  focused  the  basic  credit  would  then  be 

($7,500) 
reduced  by  $1.00  for  every  $20  (  $  375)  of  earned  income  above  or  below  $7,500.   Thus 

the  credit  for  a  taxpayer  with  $15,000  or  $0  of  earned  income  would  be  nil.   For  a 
taxpayer  with  $3,500  or  $11,500  of  earned  income  the  credit  would  be  reduced  by  $200 
to  $175. 

As  was  suggested  in  the  case  of  the  marital  unit,  transfers  of  property, 
either  inter  vivos  or  on  death,  should  bear  no  tax  consequences.   In  the  case  of  the 
family  unit  this  recognizes  the  impossibility  of  distinguishing  between  gifts  made 
by  parents  to  children  out  of  a  moral  or  legal  obligation  of  support  and  those 
made  in  excess.   The  family  is  an  economic  unit  for  these  purposes  and  that  is  one 
of  the  major  reasons  compelling  its  adoption  as  a  tax  unit.   So  long  as  the  system 
is  properly  conditioned  to  ensure  realization  of  the  accrued  tax  potential  of 
property  withdrawn  from  a  unit  and  inclusion  in  income  of  property  withdrawn  from 
a  unit  by  a  child  the  integrity  of  the  system  will  allow  tax  free  transfers  while 
persons  are  continuing  members  of  a  unit.   This  would  be  acceptable  so  long  as 
the  rate  schedule  itself  did  not  give  preferred  treatment  by  way  of  allowing  income 
splitting.   To  the  extent  that  a  greater  benefit  than  deserved  would  accrue  to 
lower  income  taxpayers  that  is  acceptable.   To  the  extent  that  one  can  limit  the  benefit 
available  to  higher  income  taxpayers  that  is  also  desirable  and  for  that  reason 
perhaps  the  rate  at  which  the  exemption  vanishes  could  be  twice  as  fast  above  the 
minimum  level  as  below  it. 

An  individual  tax  unit  would  terminate  on  death,  marriage  or  on  giving  up 
Canadian  residence.   Subject  to  minimal  exemptions  this  would  involve  deemed  real- 
ization of  all  property  at  that  time  at  its  fair  market  value.   In  the  event  gifts 
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or  inheritances  were  included  in  the  income  base  they  would  be  brought  into  the 
income  of  a  unit  receiving  such  property  on  these  events  except  that  in  the  case  of 
marriage  there  would  simply  be  a  rollover  of  the  property  at  its  tax  value. 

The  family  unit  would  terminate  if  both  spouses  ceased  to  be  resident  and 
there  were  no  resident  children.   There  would  be  a  deemed  realization  of  all 
property  at  fair  market  value  with  consequent  tax  ramifications  (i.e.  capital  gains, 
or  losses  and/or  recapture  of  capital  cost  allowances  or  terminal  loss).   If  gifts 
and  inheritances  were  taxable,  property  passing  from  a  terminating  unit  to  a  resident 
tax  unit  would  be  brought  into  income  by  the  latter.   For  both  termination  of  the 
family  and  individual  units  through  the  ceasing  of  residence  in  Canada  the  provisions 
and  exceptions  contained  in  Section  48  of  the  present  Act  should  be  continued. 
There  will  be  a  continuing  problem  in  the  case  of  property  subject  to  a  marital 
regime  like  community  i.e.  the  determination  of  whether  the  departing  or  remaining 
spouse  is  the  "owner"  of  the  property.   On  this  point,  therefore,  the  tax  system 
should  be  explicit.  ^°  s-X03uj9iu   yd  «sr. 

o--;r.rf  xi^Gains  or  losses  on  both  capital  and  non-capital  property  and  recapture  of 
capital  cost  allowances  or  terminal  loss  would  be  allocated  to  the  o^^mer  of  the 
individual  property  involved  although  the  income  therefrom  would  be  aggregated  (on 
a  net  basis,  minus  losses)  for  treatment  on  the  family  scale.   Indeed,  it  would 
always  be  true  that  gains  or  losses  of  any  kind  would  be  allocated  to  the  person 
entitled  thereto  for  all  proprietary  and  other  purposes  except  aggregation  for  rate 
appllcatioiLi: If  one  of  the  spouses  became  non-resident  there  would  be  deemed  real- 
ization of  "the  property  of  that  spouse  but  the  family  unit  'would  not'  terminate  so 
long  as  other  members  continued  to  be  resident.   However,  in  the  event  that  the  only 
Y^j'^'i^emaining  resident  was  a  spouse  the  family  unit  would  terminate,  but  without  tax 
consequence  and  with  a  rollover  of  the  tax  values  of  fhe  pfbpetty. 
oa  aslL'-j^e  family  unit  would  terminate  on  the  divorce  or  legal  separation  of  the 
spouses  and  new  units  would  be  formed.   Similarly,  as  suggested  in  the  case  of  the 
raatital  uftit,  if  the  spoii^^g  lived  §e^arate  ahd  apart  for'a  period  of  more  than  6 
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months  in  a  year  the  family  unit  could  terminate  at  the  option  of  the  spouses.   In 
any  event,  under  such  circumstances  there  would  be  no  deemed  realization  or  other 
tax  consequences  of  property  taken  into  the  new  units  formed.   The  tax  potential 
of  such  property  would  simply  be  rolled  over  into  the  new  unit  i.e.  the  tax  value, 
adjusted  cost  base  and  undepreciated  capital  cost  of  the  property  would  be  carried 
through. 

Lastly,  the  family  unit  would  terminate: 

a)  On  the  death  of  the  last  surviving  member  of  the  unit; 

b)  On  the  last  surviving  member  ceasing  to  be  resident; 

c)  Where  only  children  survive,  on  the  occasion  of  the  last 

of  the  children  meeting  the  age  and  educational  requirements 
hereinbefore  set  forth; 

d)  On  remarriage  of  the  surviving  spouse. 

In  the  circumstances  referred  to  in  a,  b  and  c,  there  would  be  a  deemed 
realization  of  all  property  owned  by  memebrs  of  the  unit  at  fair  market  value.   In 
appropriate  cases,  if  gifts  and  inheritances  were  to  be  included  in  the  tax  base 
they  would  be  included  in  the  income  of  recipient  resident  units.   In  the  case  of 
remarriage  of  a  surviving  spouse  there  would  be  no  tax  consequences  and  a  rollover 
would  take  place. 

That  leaves  only  the  question  of  the  tax  consequences  to  befall  property 
withdrawn  from  a  terminating  unit  by  a  member  other  than  a  spouse  and  property 
withdrawn  by  a  child  who  leaves  a  unit  though  the  unit  itself  continues.   This  is 
one  of  the  more  complex  areas  of  the  problem  and  the  writer  is  not  confident  that 
the  solutions  given  by  the  Carter  Commission  or  those  to  be  suggested  here  are 
perfectly  adequate.   It  is  one  of  those  situations  where  only  time  and  the  ingenuity 
of  the  tax  professions  will  tell. 

The  Carter  Commission,  it  will  be  recalled,  proposed  a  series  of  rules  to 
apply  to  transfers  of  property  between  units  the  details  of  which  are  found  earlier 
in  this  study.      Essentially,  those  proposals  constitute  recognition  by  the 


-  152  - 
Carter  Commission  not  only  of  the  need  to  aggregate  the  incomes  of  family  members 
for  tax  purposes  but  also  implicitly  suggest  that  the  assets  of  the  family  unit  are 
somehow  jointly  owned  or  at  least  have  an  identity  in  the  unit  separate  and  apart 
from  distinct  legal  ownership.   To  the  extent  that  recognizes  the  economic  mutuality 
of  the  unit  it  is  sound.   However,  to  the  extent  that  the  Commission's  proposals 
involve  an  attempt,  for  tax  purposes,  to  actually  merge  those  assets  amongst  the 
family  with  the  consequence  that  on  withdrawal  by  a  member  from  the  unit  his  prior 
contribution  to  the  family  or  his  ownership  of  assets  within  the  family  context  is 
not  recognized,  that  is  a  more  difficult  proposition  to  substantiate.   Indeed,  it 
may  have  generated  much  of  the  concern  in  some  quarters  which  followed  publication 
of  the  Carter  Report. 

The  writer's  view  is  that  the  tax  consequences  of  withdrawal  from  a  unit 
should  recognize,  to  the  largest  extent  possible,  the  contribution  that  has  been 
made  to  the  unit  by  the  former  member  whether  through  availability  of  earnings, 
investment  of  capital,  receipt  of  gifts  from  outside  the  unit  or  even  imputed  income. 
At  the  same  time,  it  is  the  writer's  objective,  as  was  that  of  the  Commission,  to 
ensure  that  tax  free  transfers  of  property  within  the  unit  are  allowed;  that  recog- 
nition be  given  on  withdrawal  to  accrued  but  unrealized  appreciation  or  depreciation 
inherent  in  property  or  business  assets;  and  that  a  withdrawing  member  be  deemed  to 
have  income  on  the  withdrawal  of  property  to  which  he  has  not  contributed. 

The  Carter  Commission  did  recognize  certain  circumstances  in  which  the  gains 
of  children  received  while  members  of  the  unit  should  not  be  recognized  as  part 
of  the  unit's  income.   Those  circumstances  related  to  the  receipt  of  gifts  or 
bequests  from  sources  outside  the  family  unit  and  to  earned  income.   In  the  event 
that  gifts  and  inheritances  were  not  to  be  taxed  in  the  system  its  first  exception 
would,  of  course,  be  unnecessary.   However,  in  the  event  of  the  inclusion  of  gifts 
and  inheritances  in  the  tax  base,  the  Commission  accepted  that  gifts  and  inheritances 
from  outside  the  nuclear  family  are  often  considered  to  be  "in  trust"  for  the  child 
for  later  use  after  that  child  has  left  the  family  unit.   In  other  words,  the 
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Commission  felt  that  the  economic  power  of  the  unit  was  not  truly  increased  by  the 
receipt  of  such  income  since  it  was  unavailable  for  use.   At  a  theoretical  level 
one  night  take  issue  with  the  Commission's  observation  since  the  question  is  not 
whether  the  income  was  or  was  likely  to  be  used  but  rather  whether   it  could  be 
used  or  otherwise  allowed  a  rearrangement  of  the  unit's  consumption.   Capability 
to  use  those  funds  or  relief  from  the  need  to  save  for  future  need  would  lead  one 
to  conclude  that  indeed  the  receipts  were  income  of  the  unit. 

Given  the  Commission's  view,  however,  it  recognized  that  if  such  receipts 
were  first  taxed  to  the  family  unit  and  later  again  on  withdrawal  by  a  departing 
child  there  could  be  imposed,  in  effect,  a  double  tax.   The  Commission  therefore 
sought  a  mechanism  to  alleviate  the  problem.   The  mechanism  selected  was  the  Income 
Adjustment  Account,  which  will  be  described  more  fully  later.   Deposits  equal  to  a 
maximum  of  the  amount  of  such  gifts  or  bequests  could  be  made  in  an  Income  Adjustment 
Account,  the  deposits  being  deductible  at  the  time  from  the  income  of  the  family 
unit  (thus  taking  them  out  of  the  tax  base)  and  brought  back  into  income  to  the 
recipient  unit  at  the  time  of  withdrawal.   The  latest  point  of  time  for  withdrawal 
would  be  when  a  child  formed  a  new  tax  unit  of  his  own. 

Similarily,  the  Commission  felt  that  the  earned  income  of  children  (in  excess 
of  the  $500  minimum  exemption  it  had  recommended)  might  also  be  considered  to  be 
outside  the  current  income  of  the  unit,  rather  to  be  set  aside  for  future  use  by 
the  child.   Once  again,  the  Commission's  reasoning  is  suspect  in  its  phrasing. 
Indeed,  if  the  Commission's  observation  is  accurate  then  the  argument  for  the  inclusion 
of  the  income  of  children  in  a  family  unit  is  weakened  substantially.   Nevertheless 
the  Commission  recommended  that  earned  income  in  excess  of  $500  also  could  be 
deposited  into  Income  Adjustment  Accounts,  deducted  in  the  year  of  contribution 
and  brought  into  income  in  the  year  of  withdrawal,  at  the  latest  when  the  child  set 
up  a  new  unit. 

Essentially,  it  is  the  feeling  of  the  writer  that  the  Commission  came  to 
its  conclusion  to  make  such  special  provisions  for  the  wrong  reasons.   In  the 
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writer's  view  special  provision  is  not  required  because  the  kinds  of  income  referred 
to  are  not  truly  the  income  of  the  unit  when  received  but  rather  that  given  the 
requirement  of  deemed  realization  of  property  withdrawn  from  the  unit  by  a  departing 
member,  and  perhaps  the  inclusion  of  the  value  of  such  property  in  the  income  of 
that  departing  member  as  he  forms  his  new  unit,  some  recognition  is  required  to  be 
given  to  the  contribution  made  by  that  departing  member  to  the  old  unit.   Thus,  for 
example,  if,  while  a  member  of  a  unit,  a  child  earned  $3,000  which  was  saved  it 
would  be  unfair  to  tax  that  child  (or  the  unit)  both  at  the  time  of  earning  and 
then  again  at  the  time  the  child  withdrew  the  $3,000  from  the  unit.   That  notion  is 
contrary  to  established  principles  of  proprietary  rights.   Therefore,  the  system 
must  provide  some  mechanism  to  allow  the  departing  members  of  tax  units  to  take  with 
them  property  acquired  by  them  or  through  their  efforts  while  members  of  the  unit. 
The  solution  is  not  easy,  however.   Given  the  economic  mutuality  that  exists  in 
most  families  it  is  difficult  to  determine  whether  it  is  the  income  or  property 
of  one  member  which  has  been  consumed  or  that  of  another.   Furthermore,  it  would 
be  unfair  simply  to  recognize  the  savings  of  one  member  for  preferential  treatment 
while  the  income  of  another  might  have  been  used  for  consumption  to  allow  those 
savings  to  have  accumulated.   Lastly,  it  would  be  unfair  to  distinguish  between 
departing  members  who  took  with  them  cash  and  those  who  took  with  them  property  in 
kind. 

The  Commission's  solution  was  the  Income  Adjustment  Account.      Its 
essential  characteristic  was  tht  the  accounts  were  to  be  non-interest  bearing 
government  deposits,  except  in  the  case  of  deposits  made  by  dependent  members  of 
families  which  would  bear  a  modest  rate  of  interest.   The  income  base  of  the 
individual  in  the  year  of  receipt  would  be  increased  by  the  amount  received  and  a 
deduction  would  be  provided  in  that  year  for  amounts  contributed  to  the  account. 
On  withdrawal  the  amount  withdrawn  would  be  included  in  the  income  of  the  withdrawing 
unit. 

The  writer  has  attempted  to  devise  an  alternative  solution  to  the  problem 
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somewhat  different  in  form  than  that  of  the  Commission.   However,  it  is  not  only 
the  form  that  differs.   It  is  the  writer's  assumption  that  there  should  be  no 
deferral  of  tax  consequence  allowed  on  the  earned  income  of  dependent  members  of 
a  family  unit  or  on  the  receipt  of  income  by  way  of  gift  or  inheritance.   If  it 
is  desirable  to  exclude  earned  income  from  aggregation  then  that  should  be  the 
case  outright.   The  concept  of  deferral  ^s  suggested  by  the  Commission  is  simply  a 
restriction  or  penalty  imposed  on  the  use  of  the  funds  by  the  child  or  the  unit. 
It  is  therefore  not  to  be  preferred. 

The  following  proposals  will,  rather,  assume  that  the  earned  income  of  depend- 
ent children  (as  well  as  income  from  all  other  sources)  is  to  be  included  in  the 
unit's  income.   Similarly,  in  the  event  that  gifts  and  inheritances  are  to  become 
a  part  of  the  tax  base  it  is  the  view  of  the  writer  that  they  should  be  recognized 
in  income  at  the  time  of  receipt  (although  because  of  the  wide  variations  in  timing 
and  amounts  which  can  be  involved  such  income  could  carry  entitlement  to  application 
of  the  general  income  fluctuation  provisions  of  the  Act  e.g.  the  forward  averaging 
provisions  of  Section  61) . 

It  is  the  writer's  view  that  withdrawal  of  property  by  a  member  of  a  unit, 
other  than  a  spouse,  should  trigger  appropriate  tax  consequences  both  for  the  former 
and  new  units.   Those  consequences,  in  the  event  that  gifts  and  inheritances  are 
not  to  be  part  of  the  tax  base,  would  involve  deemed  realization  by  the  old  unit 
of  the  inherent  property  gains  and  losses  on  property  withdrawn.   In  the  event  that 
gifts  and  inheritances  are  included  in  the  tax  base  there  should  be  concurrent 
inclusion  in  the  income  of  the  new  unit  of  the  value  of  withdrawn  property  (but 
recognizing  the  contribution  that  had  been  made  by  the  withdrawing  member). 
Property  includes  money.   The  provisions  should  be  such  that  recognition  of  the 
contribution  of  the  withdrawing  member  to  the  former  unit  should  be  as  simple  as 
possible  and  preferably  should  not  require  any  positive  action  on  the  part  of  a 
taxpayer  such  as  would  have  been  implicit  in  the  Interest  Adjustment  Account 
concept.   The  requirement  of  positive  action  will  normally  prejudice  the  less 
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sophisticated  taxpayer. 

The  objectives  of  a  "model"system  would  be  as  follows: 

a)  To  ensure  that  income  received  by  a  taxpayer  in  any  form 
should  be  included  in  the  income  base  and  taxed  even 
though  it  may  have  been  received  through  non-effort  or 
windfall  (e.g.  gifts  and  inheritances).   In  the  writer's 
view  that  principle  may  be  bent,  if  at  all,  only  in  terms 

of  timing  i.e.  when  such  income  is  brought  into  the  tax  base; 

b)  To  ensure  that  appreciation  or  depreciation  in  value  of  one's 
assets  is  recognized  at  some  time.   The  obvious  preference 
for  recognition  would  be  annually  but  for  administrative 
reasons  that  has  been  found  to  be  difficult  of  accomplishment. 
Therefore,  at  a  minimum,  one  can  expect  that  at  least  in  a 
unit's  lifetime  unrealized  appreciation  and  depreciation  will 
be  brought  into  the  tax  net; 

c)  To  ensure  that  gifts  and  bequests,  like  other  personal  and  living 
expenditures,  are  not  recognized  as  deductible  expenditures  in 
the  system  on  the  ground  that  they  are  matters  of  personal 
consumption  or  expenditures  of  totally  discretionary  income. 

Assuming  that  capital  gains  and  losses  were  fully  included  in  the  system 
and  fully  deductible  (propositions  which  are  basic  to  the  writer)  then  it  can  be 
said  that  income  from  gifts     and  income  from  capital  gains  bear  striking 
similarities.   Conventionally  they  are  both  thought  to  relate  to  capital  itself 
rather  than  the  flow  from  capital  and  at  least  in  the  case  of  the  majority  of  tax- 
payers they  are  relatively  non-recurring  in  large  amounts  although  more  recurrent 
in  small  amounts.   Therefore,  the  difference  between  the  inclusion  of  these  two 
forms  of  income  is,  or  can  be  seen,  as  one  of  timing.   The  inclusion  of  gifts  in 
the  tax  base  imposes  tax  on  the  transaction  at  the  time  of  the  receipt  of  the 
property  or  cash.   Since  cash  does  not  appreciate  in  the  conventional  sense  a 
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system  restricted  only  to  the  inclusion  of  capital  gains  would  not  encompass 
money  transfers.   However,  in  terms  of  the  transfer  of  property  in  kind,  so  long 
as  the  cost  base  of  such  property  has  originally  been  taxed  to  the  owner  either 
through  the  initial  taxation  of  the  income  by  which  it  was  purchased  or  by  the 
inclusion  of  gifts  in  kind  or  gifts  of  cash  from  which  it  was  purchased,  then  full 
taxation  of  capital  gains  at  a  point  in  time  accomplishes  the  same  result  as  the 
taxation  of  gifts,  as  such,  but  at  the  time  of  disposition  of  the  property  by  the 
taxpayer  rather  than  at  the  time  of  acquisition  of  it.   However,  that  deferral  of 
the  time  of  recognition  is  indeed  valuable  in  that  it  allows  the  taxpayer  to  earn 
a  further  return  on  his  appreciated  capital  until  the  time  of  realization.   Thus, 
the  taxpayer's  effective  tax  rate  at  the  time  of  disposition  can  be  seen  to  have 
been  reduced  by  the  amount  of  after-tax  income  generated  by  having  allowed  the 
unrealized  appreciation  in  value  to  go  untaxed  in  the  interim. 

If  gifts  and  inheritances  were  not  to  be  included  in  the  tax  base,  then  to 
ensure  the  objectives  earlier  outlined,  when  a  member  withdrew  from  a  tax  unit 
the  property  withdrawn  by  that  member  should  be  deemed  to  have  been  realized  by 
the  former  unit  at  fair  market  value  and  the  gain  or  loss  included  in  that  unit's 
tax  base. 

The  departing  member  in  turn  then  should  have  a  cost  base  for  the  property 
which,  in  cases  of  property  previously  owned  by  him  as  a  member  of  the  former  unit, 
would  be  equal  to  his  actual  cost  plus  such  part  of  the  value  of  the  property  as 
has  been  included  in  his  income  at  any  previous  time.   In  the  case  of  property  not 
owned  by  him  prior  to  departure  but  taken  with  him  his  cost  base  should  be  zero 
because  he  did  not  incur  a  cost  or  have  any  value  included  in  his  income.   That 
would  ensure  that  on  disposition  of  the  property  by  him  at  a  later  date  the  full 
measure  of  the  value  of  the  property  would  be  brought  into  income,  and  his  gain 
would  simply  have  been  that  from  a  deferral  in  timing.   Indeed,  the  present  income 
tax  system  sets  the  cost  base  on  a  deemed  realization  in  accordance  with  this 
principle  but  then  gives  the  donee  of  property  to  which  he  has  made  no  contribution 
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a  cost  base  for  future  purposes  equal  to  the  fair  market  value  of  the  property  at 
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the  time  of  the  gift. 

Therefore,  if  gifts  (here  taken  to  include  bequests  and  inheritances)  are 
not  included  in  the  tax  base  and  nonetheless  receive  treatment  similar  to  that 
in  the  present  income  tax  system  the  distortion  is  twofold: 

a)  Gifts  received  are  not  taxed  and  therefore  equity  is  not 
achieved  since  a  source  is  given  a  preference;  and 

b)  In  calculating  the  amount  of  a  capital  gain  the  donee  of 
property  is  given  a  cost  base  greater  than  his  true  or  actual 
cost  so  that  his  income  will  be  understated  on  a  subsequent 
disposition  by  him  of  the  property.   One  way  of  mitigating 
this  distortion  without  actually  including  gifts  in  the  tax 
base  would  be  to  ensure  that  a  donee  of  property  would  have  a 
cost  base  of  zero  at  the  same  time  that  one  ensured  realization 
of  capital  gains  at  least  during  the  lifetime  of  each  individual. 
The  alternative  is  to  include  gifts  in  the  tax  base  fully  and 

tc^  in  turn, have  the  fair  market  value  of  property  received 
by  way  of  gift  become  the  cost  base  of  that  property  to  the  donee 
for  future  disposition  purposes.   In  effect,  it  is  a  question 
simply  of  reversing  the  timing. 
Therefore,  in  a  model  system,  if  one  were  not  to  include  gifts  in  the  tax 
base,  the  cost  base  of  property  to  a  withdrawing  member  of  a  pre-existing  tax  unit 
should  be  restricted  to  zero  or  his  actual  cost,  if  any,  plus  any  value  included 
in  his  income  on  account  of  the  property  at  a  previous  time.   In  sum  therefore, 
a  departing  member  of  a  tax  unit  receiving  a  gift  (for  which  he  has  not  made  any 
contribution  actual  or  deemed)  should  either  bring  its  value  into  income  fully  or 
have  a  cost  base  of  zero  attached  to  it. 

However,  when  a  departing  member  withdraws  property  acquired  by  him  from 
someone  other  than  another  member  of  the  unit  no  value  as  a  gift  should  be  included 


-  159  - 
in  his  income.   If  he  had  originally  received  the  property  by  way  of  gift  he  should 
either  have  at  that  time  included  in  income  the  fair  market  value  of  the  property 
at  the  time  of  the  gift  (with  the  result  tJiat  his  cost  base  would  be  the  fair  market 
value  at  the  time  of  the  gift)  or,  if  gifts  are  not  to  be  included  in  the  tax  base, 
he  should  have  a  cost  base  of  zero  on  withdrawal. 

If  he  withdraws  property  received  from  another  member  of  the  unit  during  their 
joint  tenure  in  the  unit,  the  cost  base  of  the  property  prior  to  withdrawal  from 
the  unit  should  be  equal  to  the  cost  base  of  it  to  the  original  owner  of  the  property 
in  the  unit  and  the  withdrawing  member  should  either  have  a  deemed  realization  of 
the  property  at  fair  market  value  on  leaving  and  not  have  it  included  as  a  gift 
in  his  income  in  the  new  unit  or  he  should  have  it  included  as  a  gift  in  income  in 
his  new  unit  and  his  cost  base  should  be  the  fair  market  value  of  the  property  at 
that  time. 

If  the  withdrawing  member  removes  cash  from  the  unit  (rather  than  property 
in  kind)  he  should  have  included  in  his  income  as  a  gift  the  equivalent  amount  less 
that  portion  of  the  amount  withdrawn  which  he  can  show  to  have  been  his  from 
sources  other  than  unit  members  of  the  joint  tenure.   The  problem  here  comes  if 
he  can  withdraw  tax  free  property  in  kind  purchased  by  him  but  not  the  equivalent 
amount  of  cash.   Therefore,  where  possible  he  should  be  able  to  trace  cash  and 
withdraw  it  tax  free,  as  well.   If  gifts  are  not  income  but  he  takes  a  zero  cost 
base  on  property  received  by  him  from  others,  however,  he  will  not  be  disadvantaged 
on  withdrawing  cash  received  from  others  since  there  will  be  no  income  from  gifts 
of  such  property,  i.e.  cash. 

However,  there  are  several  practical  problems  in  tracing  the  cash  and  in 
determining  which  assets  of  the  unit  the  individual  has  contributed  to  directly  or 
indirectly.   Also,  if  cash  withdrawals  are  not  taxed  as  gifts  then  it  is  unfair 
to  tax  persons  who  withdraw  property  on  anything  more  than  the  appreciation  in 
value  which  takes  place  after  the  withdrawal.   For  both  these  reasons  compromise  is 
required.   Further,  some  observers  perceive  it  a  problem  to  impose  a  tax  on  a  deemed 
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realization  by  a  donor  unit  and  concurrently  to  Include  in  income  the  gift  to  the 
donee  unit  since  that  would  impose  a  tax  on  the  appreciation  inherent  in  the 
property  both  on  the  donor  and  the  donee  concurrently.   That  result  is  acceptable 
to  the  writer  theoretically  but  practically  appears  to  be  unacceptable  to  many 
observers.      The  substance  of  that  argument  is  that  there  cannot  have  been 
economic  mutuality  of  affairs  one  day  and  a  total  lack  of  it  the  next  day,  i.e. 
the  day  before  and  the  day  after  withdrawal  from  the  unit. 

The  solution  therefore  requires  trade-offs  and  compromises  which  depend  on 
whether  gifts  and  inheritances  are  or  are  not  to  be  included  in  income.  If  gifts 
are  not  to  be  included  in  income  then  the  following  solution  is  possible: 

a)  Money  withdrawals  or  receipts  from  a  former  unit  are  ignored; 

b)  Property  in  kind  is  deemed  to  be  realized  at  fair  market  value 
on: 

I)  Disposition; 

II)  Gifting  to  another  unit  but  not  on  gifting  within 
the  unit; 

ill)   On  withdrawal  of  property  from  a  unit  regardless 
of  origin. 

c)  If  gifts  are  not  taxed,  however,  it  is  unfair  to  impose  on 
recipients  of  property  a  zero  cost  base  or  indeed  a  cost  base 
lower  than  fair  market  value  because  in  effect  that  imposes 

a  tax  on  the  value  of  such  property,  simply  deferred  to  the  time 
at  which  it  is  subsequently  disposed.   This  would  give  pre- 
ference to  cash  withdrawals.   Therefore,  to  ensure  realization, 
but  not  to  tax  gifts,  requires  that  the  former  unit  realize 
withdrawn  property  at  fair  market  value  but  that  the  with- 
drawing member  take  a  cost  base  for  that  property  equal  to  the 
fair  market  value  of  the  property  at  the  time  of  withdrawal. 
Therefore,  the  position  of  a  member  who  withdraws  property 
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in  kind  will  equal  that  of  another  member  who  has  withdrawn 
only  cash.   The  cost  base  of  the  property  to  the  former  unit 
for  calculation  of  its  gains  or  losses  would  be  the  actual 
cost  to  that  unit  or  any  member  of  it  plus  the  value  of  any 
part  of  the  property  previously  included  in  the  income  of 
the  unit  or  any  member  of  it.   Then  the  same  tax  would  be 
exigible  regardless  of  who  in  the  former  unit  had  owned  the 
property  or  how  many  transfers  of  it  there  had  been  in  the 
unit  itself.   Only  the  question  of  allocation  of  the  liability 
for  the  payment  of  the  tax  would  be  affected  by  previous  transfers 
given  the  underlying  provision  of  the  proposed  system  that  gains 
and  losses  would  be  allocated  to  the  owner  of  the  property  at 
the  time  of  the  disposition  or  deemed  disposition.   Furthermore, 
this  formula  would  equalize  all  taxpayers  in  all  situations  on 
withdrawal  and  whether  the  property  had  been  transferred  to  the 
member  withdrawing  before  or  after  his  withdrawal. 
It  would  perhaps  be  helpful  to  provide  some  numerical  examples  of  these 
concepts.   Assume  a  family  unit  composed  of  husband,  wife  and  child.   Assume  the 
income  of  the  husband  to  be  $10,000,  that  of  the  wife  to  be  $5,000  and  that  of  the 
child  to  be  $3,000,  so  that  the  aggregate  unit  income  is  $18,000.   Assume  further 
that  a  property  is  purchased  at  a  cost  of  $3,000  in  one  case  by  the  child  and  in  the 
other  case  by  the  father.   Assume  that  in  the  second  year  the  child  withdraws 
from  the  unit  and  either  takes  nothing,  takes  cash  in  the  amount  of  $3,000,  or 
takes  the  property.   In  the  situation  where  the  child  withdraws  nothing  there  is 
neither  deemed  realization  to  the  unit  nor  income  to  the  child.   In  the  situation 
where  the  child  takes  cash  of  $3,000  there  is  neither  income  to  the  unit  nor  the 
child  since  gifts  are  not  included  in  the  tax  base  and  there  has  been  no  disposition 
of  property. 

In  the  event  that  the  child  takes  the  property  there  are  six  possibilities 
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which  may  arise  depending  on  the  value  of  the  property  at  the  time  of  withdrawal 
and  the  ownership  of  the  property  immediately  prior  to  withdrawal.   Assume  that 
the  property  on  withdrawal  has  a  value  of  either  $5,000  (it  has  appreciated)  or 
$1,600  (it  has  depreciated).   Then  assume  that  in  either  of  those  situations  the 
property  had  originally  been  bought  by  the  child,  or  had  been  purchased  by  another 
unit  member  and  transferred  to  the  child  prior  to  withdrawal  or  thirdly  transferred 
to  the  child  after  withdrawal. 

If  the  child  had  been  the  original  purchaser  of  the  property  and  if  it  was 
valued  at  $5,000  on  his  withdrawal  he  would  be  deemed  to  have  realized  proceeds  of 
disposition  of  that  property  of  $5,000  from  which  he  would  subtract  his  cost  base 
of  $3,000  (his  original  cost)  which  would  generate  a  capital  gain  of  $2,000, 
attributable  to  him  and  taxed  at  the  family  rates.   His  cost  base  having  withdrawn 
from  the  unit  would  then  be  $5,000  i.e.  his  original  cost  of  $3,000  plus  the  $2,000 
included  in  his  income  on  the  deemed  realization.   On  the  other  hand  if  the  property 
on  departure  had  a  value  of  only  $1,600  the  unit  would  have  suffered  a  loss  of 
$1,A00  which  would  have  been  allocated  to  the  child  and  used  to  offset  any  other 
income  earned  by  him  that  year;  or  to  the  extent  it  exceeded  his  earnings  for  that 
year  to  offset  the  income  of  other  members  of  the  unit  for  that  year,  or  to  the 
extent  it  exceeded  the  income  of  other  members  of  the  unit  it  could  be  carried 
forward  by  the  child  into  his  new  unit.   His  cost  base  in  the  property  withdrawn 
would  then  be  $1,600  which  would  comprise  his  original  cost  less  the  loss  of  $1,400 
which  is  recognized  by  application  against  current  unit  income  or  carried  forward 
into  future  years.  Assuming  in  that  year  his  father  to  have  had  income  of  $10,000, 
his  mother  $5,000  and  the  child  just  the  deemed  loss  of  $1,400  then  the  unit 
income  for  the  year  would  be  $13,600,  would  be  taxed  on  the  family  rate  schedule 
and  two-thirds  of  the  liability  for  payment  would  accrue  to  the  husband  and  one- 
third  to  the  wife. 

Identical  results  would  occur  in  the  event  that  the  property  had  been  pur- 
chased by  another  unit  member  and  transferred  to  the  child  prior  to  his  withdrawal. 
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This  would  result  from  the  fact  that  at  the  time  of  withdrawal  the  child  would  be 
the  owner  of  the  property  and  therefore  any  gain  or  loss  on  the  deemed  disposition 
would  be  allocated  to  him.   In  the  event  of  the  withdrawal  of  the  child  from  the 
unit  and  a  subsequent  gift  of  the  property  to  the  child  the  results  again  would 
be  identical  except  that  the  gain  and  loss  on  the  deemed  realization  on  disposition 
by  the  unit  by  way  of  gift  to  the  departed  child  would  accrue  to  and  be  allocable 
to  the  father  of  the  unit  rather  than  to  the  child.   This  would  affect  only 
liability  for  the  tax  not  the  amount  of  it. 

If  gifts  and  bequests  are  to  be  included  in  the  tax  base  somewhat  different 
provisions  are  required.   The  provisions  in  that  case  could  be  as  follows: 
1.   There  would  be  a  deemed  realization  of  gains  or  losses  to  the 
original  family  unit  on  property  withdrawn  by  the  child  from 
the  unit ; 
.  2.   The  child  would  bring  into  income  as  a  gift  the  fair  market 
value  of  all  property  (cash  or  kind)  taken  with  him  less  an 
amount  equal  to  the  income  earned  by  him  while  a  member  of  the 
unit  (as  disclosed  on  the  returns  of  income  for  those  years) . 
This  exemption  would  apply  only  for  the  property  taken  at 
withdrawal  or  within  a  short  period  of  time,  after  say,  6  months. 
The  income  earned  by  him  during  the  period  would  include  net 
gains  or  losses  attributed  to  him  on  actual  or  deemed  disposition 
of  property  while  a  member  of  the  unit  or  on  departure  from  the 
unit  as  well  as  gifts  and  other  forms  of  earned  income  received 
by  him  during  his  tenure  in  the  unit .   Tax  free  withdrawal  would 
have  to  be  restricted  to  an  amount  equal  to  earned  income  plus 
income  from  realization  of  the  property  to  prevent  artificial 
tax  avoidance  schemes  e.g.  the  transfer  of  property  to  a  child 
during  his  tenure  in  the  unit,  allowing  the  income  from  the 
property  to  accrue  nominally  to  the  child  during  that  period 
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and  thus  qualifying  a  tax  free  withdrawal  of  property  of 
equal  amount  from  the  unit  on  departure; 

3.  The  cost  base  of  the  property  to  the  departed  member  in  his 
new  unit  would  be  the  fair  market  value  of  the  property  on 
withdrawal; 

4.  In  arriving  at  the  quantum  of  gain  or  loss  to  the  family  unit 
occasioned  by  withdrawal  of  property  the  cost  base  of  that 
property  would  be  equal  to  the  cost  base  to  any  member  of  that 
unit  i.e.  actual  cost  plus  value  previously  included  in  income; 

5.  The  maximum  deduction  available  to  the  child  in  computing  the 
income  by  way  of  gift  to  his  new  unit  would  be  the  value  of 
property  withdrawn  by  him  from  the  former  unit ; 

6.  In  calculating  the  income  contribution  of  the  child  to  his  former 

unit  a  net  concept  would  be  employed  i.e.  gains  less  losses  over 

the  period. 

Using  the  assumptions  of  the  previous  example  one  finds  the  following  results. 

I 

In  the  event  that  the  child  first  purchased  the  property  and  o^^ned  it  through  departure 
if  the  property  had  a  market  value  of  $5,000  at  departure  his  gain  would  be  $2,000 
(taxed  at  the  family  rate).  In  his  new  unit  he  would  have  no  gift  income  since  he 
would  have  contributed  $3,000  in  income  to  the  former  unit  plus  $2,000  allocated  to  him 
from  the  deemed  realization  on  departure  (a  total  of  $5,000  equal  to  the  value  of 
the  property).   The  income  of  $2,000  would  have  been  allocated  in  the  family  unit 
to  the  child  and  taxed  at  family  rates  and  the  child's  cost  base  in  his  new  unit 
would  be  $5,000  for  the  property.   Similar  results  would  obtain  in  the  event  of 
realization  of  a  loss  on  departure,  with  the  cost  base  of  the  property  to  the  new      ' 
unit  being  $1,600,  because  of  having  recognized  the  loss  of  $1,400  on  the  deemed 
realization  which  would  have  been  applied  against  income  of  the  unit  or  carried        \ 
forward  by  the  child.   Identical  results  would  occur  in  the  event  that  the  property     , 
had  been  transferred  to  the  child  prior  to  departure  after  having  been  acquired  by 
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another  unit  member  prior  to  that  time. 

The  difference  in  these  situations  from  those  in  which  gifts  are  not  included 
in  the  tax  base  is  that  a  discrepancy  arises  in  the  event  that  property  is  trans- 
ferred to  the  child  more  than  6  months  after  departure.   In  that  case  if  the 
property  had  a  fair  market  value  of  $5,000  at  the  time  of  transfer  the  unit  would 
have  realized  income  of  $2,000  allocated  to  the  owner  of  the  property  at  the  time 
of  the  transfer  i.e.  the  father.   The  child  would  now  receive  a  gift  of  $5,000  and 
his  cost  base  of  the  property  would  be  $5,000.   In  the  event  that  the  property  is 
withdrawn  at  a  time  when  it  has  declined  in  value  to  $1,600  the  unit  would  recognize 
the  loss  of  $1,400  which  would  be  allocated  to  the  father  and  the  child  in  his 
new  unit  would  have  income  in  the  amount  of  $1,600  (the  market  value  of  the  property) 
as  a  result  of  the  gift  more  than  6  months  after  departure.   The  child's  cost  base 
would  then  be  $1,600. 

This  forces  the  members  of  the  family  unit  to  determine  whether  to  make  tax 
free  property  transfers  immediately  on  the  termination  of  the  role  of  a  member  in 
the  unit.   That  result  is  justifiable  in  order  to  prevent  schemes  wherein  families 
would  determine  the  most  appropriate  time  at  which  to  make  a  transfer  of  property 
to  a  child  in  order  to  ensure  minimal  recognition  of  income  by  the  family  unit 
while  generating  the  least  amount  of  income  by  way  of  gift  to  the  new  unit.   During 
that  period,  of  course,  the  unit  members  and  the  departed  child  would  have  continued 
to  enjoy  the  benefits  of  the  deferral  of  realization  until  such  time  as  an  actual 
disposition  is  made  to  the  child. 

To  the  extent  that  the  child  withdraws  from  the  family  unit  an  amount  or 
value  less  than  his  earnings  during  the  period  of  his  tenure  in  the  unit  it  can  be 
assumed  that  those  additional  earnings  were  dedicated  to  consumption  and  accepted 
as  such  by  the  unit  and  therefore  no  further  relief  is  required.   In  the  event  that 
it  were  found  that  a  method  of  tax  planning  could  be  devised  so  as  to  take  advantage 
of  gains  or  losses  on  property  transferred  to  the  withdrawing  member  just  prior  to 
departure,  a  requiremnet  could  be  imposed  that  only  property  acquired  by  the  with- 
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drawing  member  directly  by  his  own  efforts  or  property  transferred  to  him  by 
another  unit  member  more  than  one  year  prior  to  departure  would  be  eligible  for 
beneficial  treatment. 

Analysis  of  the  Marital  and  Family  Unit  Models. 

The  preceding  pages  of  this  study  have  concerned  themselves  with  the  models 
available  in  the  event  that  either  the  marital  unit  or  family  unit  is  adopted  in 
principle.   This  section  of  the  study  is  designed  to  provide  background  to  assist 
in  the  answer  to  the  question  of  whether  either  is  desirable.   At  the  outset  several 
general  observations  may  be  made.   The  first  is  that  unquestionably  the  case  for 
the  marital  unit  is  stronger  than  the  case  for  the  family  unit.   Secondly,  in  both 
cases  the  thrust  for  the  adoption  of  either  or  both  of  the  unit  lies  essentially 
on  the  following  bases: 

1.  That  the  principles  of  the  fair  allocation  of  the  tax  burden  require 
recognition  of  the  economic  and  social  units  of  society  so  that 
true  ability  to  pay  tax  may  be  measured; 

2.  A  system  of  taxation  which  recognizes  only  the  individual  will 
inevitably  fail  to  impose  equal  tax  on  units  which  have  equal 
income  but  unequal  distribution  within  it ; 

3.  Many  different  schemes  of  property  holding  both  statutory  and 
consensual  abound  and  more  will  be  advanced  in  future.   Tax 
equity  requires  that  like  circumstances  be  treated  in  like 
fashion  regardless  of  nominal  title. 

Above  all  is  the  problem  of  equity.   Unequal  distribution  of  income  in  a 
family  unit  will  cause  that  unit  to  pay  a  greater  tax  than  an  otherwise  identical 

unit  of  equal  income  but  less  unequal  distribution  of  income  amongst  its  family 

(72) 
members.      Unequal  distribution  of  income  amongst  family  members  can  arise 

validly  in  the  marketplace  or  rather  less  validly  through  the  efforts  of  taxpayers 

and  their  tax  advisors  in  the  arrangement  of  artificial  plans  to  accomplish  that 
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result.   These  schemes  most  often  take  the  form  of  transfers  of  property  between 
family  members  so  that  the  income  earned  from  the  property  nominally  will  be 
distributed  amongst  the  family,  income  split  and  tax  reduced,  but  retained  for  the 
use  and  benefit  of  the  family  generally.   Similar  schemes  can  be  implemented  for 
the  splitting  even  of  earned  income  through  the  payment  of  salary  and/or  dividends 
to  family  members  from  corporations  carrying  on  a  family  business.   Examples  of 
each  of  these  phenomenon  and  the  effects  they  have  are  demonstrated  in  detail  in 
Chapter  4,  infra. 

Additionally,  one  may  look  at  the  problem  in  light  of  the  criteria  earlier 
formulated  in  this  study.   The  results  of  that  analysis,  to  follow,  may  be  antici- 
pated by  reiterating  that  adoption  of  the  marital  unit  is  perfectly  in  accord  with 
each  of  the  criteria  and  adoption  of  the  family  unit  slightly  less  so  but  nonetheless 
desirable  on  balance. 

Economic  Mutuality  Applied. 

In  both  the  marital  and  family  unit  proposals  empirical  studies  of  the  actual 

existence  in  economic  terms  of  either  are  sparce  and  sometimes  inconclusive  insofar 

as  they  deal  with  the  family,  although  more  conclusive  in  terms  of  the  marital  unit. 

The  evidence  that  exists  has  best  been  summed  up  by  Groves  as  follows: 

"We  have  no  empirical  data  on  the  degree  to  which  the  income  of 
married  couples  is  in  fact  'pooled',  but  there  is  wide  agreement 
on  the  following  points:   First,  that  spouses  in  the  normal  case 
pool  and  share  their  incomes;   second,  that  the  most  frequent  depar- 
tures from  this  practice  occur  at  the  upper  income  levels  where 
there  may  be  a  desire  to  maintain  separate  fortunes;  and  third, 
that  pooling  and  sharing  also  occurs  with  minor  children,  but  not 
to  the  same  degree." (73) 

Sociologically,  the  perspective  of  the  marital  unit  has  been  put  as  follows: 

"Actually,  we  think  it  can  be  shown  that  the  modern  working  couple 
comprise  a  very  highly  integrated  economic  unit.   They  are  both 
engaged  in  productive  economic  effort  just  as  the  farm  couple  were 
in  our  earlier  historical  period.   They  usually  pool  their  income, 
just  as  the  farm  couple  did.   Inside  the  home  they  share  a  number 
of  activities,  such  as  cooking,  cleaning,  shopping,  all  of  which 
are  at  least  semi-economic  in  nature."  ('^) 

Furthermore,  to  the  extent  that  one  can  argue  that  pooling  of  income  at  upper 
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income  levels  is  less  common  it  is  also  true  that  the  status  of  such  couples  in 
the  community  as  well  as  their  economic  well-being  and  opportunities  are  surely 
related  to  their  joint  income  and  wealth.   Furthermore,  since  such  people  already 
would  (or  should)  be  near  the  top  marginal  rates  of  tax,  aggregation  should  have 
minimal  effects  iri  any  event.   There  are  very  few  such  families  in  the  total 
population  and  the  increased  tax  burden  occasioned  by  reform  is  unlikely  to  lead 
to  a  significant  change  in  life  style  of  those  that  do  exist.   For  example,  the 
1971  census  of  families  in  Canada  found  5,076,085  families  in  Canada  with  an  average 
income  of  $9,600,  only  141,245  of  which,  that  is  less  than  3%,  had  income  in  excess 
of  $25,000. ^^^^ 

In  fact,  whether  one  uses  the  pooling  of  income  or  the  benefit  of  expenditures 
or  the  availability  of  wealth  as  the  test,  the  marital  unit  appears  as  an  affirmative 
economic  entity.   This  is  not  to  say  that  it  is  universally  true  that  in  all  marital 
cases  there  is  economic  mutuality  to  this  degree.   That  is  obviously  not  the  case 
and  indeed  it  is  apparent  in  the  community  that  in  many  families  husbands  exercise 
a  dominant  characteristic  both  in  terms  of  the  accumulation  of  assets,  or  at  least 
of  title  to  assets,  and  to  control  over  the  expenditure  of  income.   Nevertheless, 
even  in  such  families  the  current  and  future  benefits  of  the  earning  of  income  and  the 
expenditure  of  funds  and  savings  can  be  said  to  accrue  to  the  family  as  a  whole 
since  for  the  vast  majority  of  people  in  Canada  incomes  are  consumed  because  they 
are  required  for  the  necessities  of  life  and  major  family  assets  are  those  which 
are  of  common  use  to  the  family.   The  income  tax  system  cannot,  and  should  not,  take 
account  of  the  individual  circumstances  of  every  family  in  Canada.   It  must  rather 
come  to  grips  with  what  is  the  most  prevalent  and  most  commonly  shared  value  and 
circumstance  in  families  generally  in  the  community.   Using  that  as  a  guide  the 
marital  unit  represents  an  economic  mutuality  which  should  be  recognized. 

The  case  was  put  in  the  following  manner  by  the  Carter  Commission: 

"We  believe  firmly  that  the  family  is  today,  as  it  has  been  for 
many  centuries,  the  basic  economic  unit  in  society.   Although  few 
marriages  are  entered  into  for  purely  financial  reasons,  as  soon 

as  a  marriage  is  contracted  it  is  the  continued  income  and  financial 
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position  of  the  family  which  is  ordinarily  of  primary 
concern,  not  the  income  and  financial  position  of  the 
individual  member.   Thus  the  married  couple  itself  adopts 
the  economic  concept  of  the  family  as  the  income  unit  from 
the  outset.   In  Western  society  the  wife's  direct  financial 
contribution  to  the  family  income  through  employment   is 
frequently  substantial.   It  is  probably  even  more  true  that 
the  newly  formed  family  act  as  a  financial  unit  in  making 
its  expenditures.   Family  income  is  normally  budgeted 
between  current  and  capital  outlays  and  major  decisions 
involving  the  latter  are  usually  made  jointly  by  the  spouses. 
Budget  decisions  indirectly  influence  family  saving  and 
provisions  for  retirement,  although  these  are  frequently 
determined  on  a  contractual  basis  through  insurance  and 
pension  arrangements,  both  of  which  have  implications  for    (-ic\ 
the  family  rather  than  for  the  individual  directly  involved.' 

As  international  experience  has  indicated,  Canada  is  a  noted  exception  in  its 

adherence  to  the  individual  as  the  only  unit  of  taxation.   Further,  domestic  support 

for  recognition  of  at  least  the  marital  unit  can  be  garnered  simply  from  the 

activity  now  taking  place  in  most  of  the  provinces  of  Canada  in  the  study  of  marital 

property  regimes  and  proposals  to  allow  recognition  of  spouses  as  economic  units 

and  partners.   As  has  been  indicated  several  times  in  this  study  such  property 

sharing  regimes  will  create  distortions  in  tax  burden  allocation  in  the  event  that 

the  tax  system  is  not  prepared  to  accommodate  them  by  recognizing  the  variety  of 

circumstances  that  may  occur  in  property  sharing  arrangements  between  spouses  both 

statutory  and  consensual.   For  example,  if  a  province  were  to  enact  legislation 

requiring  the  income  of  a  marital  unit  to  be  considered  as  joint  income  or  to  be 

used  for  joint  purposes  then  it  would  be  arguable  for  tax  purposes  that  the  income 

would  have  to  be  attributed  equally  to  each  of  the  spouses  thereby  allowing  income 

splitting  under  the  current  system.   Although  it  is  true  that  the  Sura  decision 

seems  to  prevent  such  a  result     it  is  based  on  the  community  of  property  scheme 

formerly  in  existence  in  the  Province  of  Quebec.   If  that  regime  were  altered  to 

provide  for  joint  proprietary  rights  in  current  income,  it  is  conceivable  the  result 

would  be  different.   Furthermore,  even  in  the  event  that  earned  income  could  not 

be  split  for  tax  purposes,  notwithstanding  the  peculiarities  of  the  marital  property 

regime,  what  of  the  disposition  of  property  subject  to  such  a  regime?   If  both 

spouses  had  current  rights  in  the  property,  presumably  any  capital  appreciation 
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would  be  attributed  to  them  jointly  and  that  income  therefore  split  between 
them.   On  the  other  hand,  other  property,  or  property  situate  in  other  provinces 
with  dissimilar  regimes,  or  property  owned  by  persons  who  had  contracted  out  of 
such  schemes,  would  on  the  realization  of  capital  appreciation  have  that  income 
attributed  to  the  sole  owner  thereby  causing  horizontal  distortion  between  two 
units  of  equal  circumstances  and  size  but  different  marital  property  regimes.   The 
marital  unit  for  tax  purposes  would  be  an  equalizing  influence.   However,  it  would 
not  be  appropriate  to  allow  spouses  to  determine  their  tax  liabilities  on  the  basis 
of  whether  they  had  contracted  in  or  out  of  a  particular  marital  property  regime 
which  called  for  joint  sharing  since  the  tax  system  then  would  break  its  rule  of 
neutrality.   Taxes  would  have  to  become  a  consideration  of  the  couple  in  determining 
whether  to  contract  in  or  out.   Normally,  there  would  be  pressure  to  contract  in 
to  a  joint  sharing  scheme  since  income  and  capital  derived  therefrom  would  be  taxed 
on  the  basis  of  it  being  attributed  to  both  spouses  and  therefore  split.   The 
effect  of  a  graduated  system  of  tax  rates  then  inevitably  would  cause  distortion 
between  units  that  contract  in  and  those  that  do  not,  an  undesirable  influence  for 
the  system  to  exercise. 

On  the  other  hand,  much  less  certainty  can  be  expressed  on  the  economic 
mutuality  of  children  and  their  parents.   Certainly,  if  the  current  activity  of  the 
provinces  in  seeking  marital  property  regimes  is  evident  of  a  recognition  of  the 
economic  partnership  of  spouses  the  lack  of  activity  in  that  direction  towards . 
including  children  in  property  sharing  can  be  considered  to  reflect  a  general  view 
that  indeed  children  are  not  economically  mutual  with  their  parents.   However,  various 
provinces  have  legislation  which  protects  not  only  the  property  rights  of  wives, 
e.g.  dower  legislation,  but  also  protects  the  rights  of  children  to  maintenance, 
support  and  in  some  circumstances  sharing  of  wealth.   In  the  latter  regard,  pro- 
vincial laws  regarding  the  devolution  of  intestate  estates  include  recognition  of 
the  rights  of  children  and  even  in  the  case  of  testate  succession  there  is  usually 
legislation  permitting  the  court  discretion  in  the  event  that  a  testator  does  not 
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adequately  provic'e  for  his  children. 

Nevertheless,  the  argument  for  aggregating  the  income  of  children  with 

that  of  parents  is  less  persuasive  than  for  the  adoption  of  the  marital  unit  alone. 

The  concensus,  as  reported  by  Groves,  is  that  while  pooling  and  sharing  occurs  with 

minor  children  it  does  not  occur  to  the  same  degree.   It  is  notable  however,  that 

having  said  that, Groves  himself  has  called  for  the  adoption  of  a  family  unit.   For 

instance,  in  commenting  on  the  Carter  Commission  proposal  he  said: 

"The  extension  of  aggregation  to  the  earned  income  of  minors  is 
much  more  controversial  even  with  the  limitation  that  only  the 
excess  of  $500  be  so  included,  and  that  a  minor  with  a  full-time 
job  and  living  away  from  home  can  elect  an  independant  status. 
This  recommendation,  if  followed,  is  likely  to  prove  unpopular, 
administratively  troublesome,  and  a  damper  to  incentives  in  some 
cases.   Nevertheless,  the  Commission's  recommendation  is  sound  in 
principle  and  hedged  with  sensible  qualifications.   It  seems  to 
me  worth  trying. "(78) 

There  is  other  opinion  which  rejects  the  allegation  of  the  pooling  of  children's 

incomes  with  that  of  the  parents  as  a  societal  norm.   The  Carter  Commission  itself, 

although  a  proponent  of  a  family  unit,  did  not  suggest  that  income  pooling  with 

children  was  a  universal  principle.   To  the  extent  that  it  did  accept  such  pooling 

as  relatively  commonplace  it  nevertheless  felt  compelled  to  exempt  a  basic  amount 

of  earned  income  from  mandatory  aggregation  and  to  provide  protection  by  way  of  the 

Income  Adjustment  Accounts  to  prevent  double  taxation  of  children's  income. 

(79) 
Other  sources  of  opposition  are  also  available.      Three  notable  opponents 

must  be  singled  out.   The  first  is  the  Vanier  Institute  of  the  Family.   The  Institute 
was  founded  in  Canada  in  1965  and  is  a  national  voluntary  organization  dedicated  to 
the  promotion  of  the  well-being  of  Canadian  families.   The  Board  of  Directors, 
elected  from  the  membership  which  is  widely  representative  of  Canadians,  is  respon- 
sible for  policy  which  is  carried  out  through  three  avenues  of  approach  -  research, 
education  and  information,  and  social  policy  or  critique.   It  has  stated  its 
position  as  follows: 

"In  any  event  we  reject  the  view  that  all  family  income  is  pooled 
for  family  purposes,  be  it  a  husband  and  wife  family,  or  a  family 
with  dependent  children.   In  either  case,  individual  as  well  as 
family  purposes  are  pursued." (80) 
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It  is  interesting,  however,  that  even  with  its  opposition,  the  Institute 
does  not  totally  reject  the  economic  mutuality  of  the  family,  preferring  rather  to 
indicate  that  family  funds  are  used  for  both  family  and  individual  purposes.   Its 
conclusion  on  the  pooling  of  spousal  income  also  seems  to  run  contrary  to  the  general 
concensus  indicated  earlier.   Furthennore,  it  does  not  distinguish  between  the 
different  forms  the  income  of  a  child  may  take.   As  has  been  indicated,  it  is  the 
writer's  view  that  the  case  for  inclusion  of  the  non-earned  income  of  children  is 
fairly  strong  both  on  grounds  of  equity  and  the  prevention  of  tax  avoidance  scheming 
although  perhaps  less  strong  for  earned  income. 

Opposition  can  also  be  found  in  the  report  of  the  British  Royal  Commission 

on  the  Taxation  of  Profits  and  Income  which  said: 

"The  majority  of  us  did  not  accept  the  validity  of  the  generalization, 
on  which  all  depends,  that  the  income  of  an  infant,  which  must  be 
thought  of  as  held  and  applied  by  trustees  on  its  behalf,  is  never 
anything  in  substance  but  a  part  of  the  family  income." (^1) 

The  study  group  for  the  Carter  Commission  also  rejected  the  concept  of  the 
family  as  a  tax  unit.      However,  it  is  interesting  that  that  group  did  not  reject 
the  economic  mutuality  of  the  family,  preferring  to  base  its  opposition  on  more  or 
less  administrative  problems  which  both  the  Carter  Commission  proposal  and  the 
proposals  made  in  this  study  overcome  to  a  large  degree.   One  should  also  recall 
the  rejection  of  the  family  unit  concept  by  the  Royal  Commission  on  the  Status  of 
Women.      Interestingly,  the  latter  three  groups  all  accepted  the  marital  unit 
while  rejecting  the  family  unit. 

Part  of  the  argument  sometimes  advanced  in  favour  of  including  the  income 
of  dependent  children  in  the  tax  unit  revolves  around  an  assumption  that  they  are 
a  part  of  the  economic  decision  making  group  which  dictates  family  expenditure 
and  saving  policy.      In  the  writer's  view  it  is  more  accurate  to  say  that  the 
needs  and  wants  of  children  are  taken  into  account  in  the  financial  planning  of 
the  family  but  that  it  is  unlikely  that  many  children  are  an  actual  part  of  the 
decision  making  process.   However,  in  those  families  where  children  are  forced  by 
economic  circumstances  to  be  employed  on  a  more  or  less  full-time  basis  and  to 
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contribute  to  the  family  budget  the  case  for  economic  mutuality  is  much  greater  and 
so  would  be  the  assumption  that  such  children  took  a  fairly  large  part  in  the 
decision  making  process  of  the  family  unit. 

In  the  writer's  view  the  strongest  case  for  economic  mutuality,  leading  to 
aggregation  of  the  income  of  children  with  that  of  parents,  lies  in  the  assertions 
that  the  needs  and  wants  of  children  are  taken  into  account  when  the  family  makes 
decisions  on  expenditures  and  saving,  that  in  many  family  units  children  actually 
contribute  income  to  the  benefit  of  the  unit  (particularly  at  lower  income  levels) 
and  most  importantly  that  even  if  the  income  of  children  is  not  directly  pooled  with 
that  of  the  family  a  benefit  nonetheless  accrues  to  the  family  unit  in  that  the 
parents  are  relieved  of  a  legal  and  moral  obligation  of  support. 

To  the  extent  that  children  do  contribute  to  household  living  expenses  one 
could  argue  that  they  become  no  more  or  less  the  equivalent  of  two  strangers  living 
together  in  one  household  each  contributing  to  the  cost  of  operating  same.   A  similar 
analogy  might  be  drawn  to  a  long  term  boarder  who  contributes  his  share  of  rent 
and  such.   But  that  is  not  an  answer  to  the  question.   The  reason  for  the  non-recog- 
nition of  the  more  informal  arrangements  of  a  long  teirm  boarder  and  his  household 
or  two  strangers  cohabiting  in  a  household  is  not  in  terms  of  principle  but  rather 
the  difficulties  administratively  of  attempting  to  search  out,  define  and  enforce 
a  system  which  would  recognize  the  economic  mutuality  of  such  persons.   The  fact 
that  the  family  is  a  social  institution  as  well  as  an  economic  institution  makes 
that  a  problem  less  difficult  in  the  case  of  the  aggregation  of  the  children's  income. 

The  British  Royal  Commission  on  the  Taxation  of  Profits  and  Income  attempted 

to  refute  the  assertion  that  since  a  child  with  income  relieves  his  parents  of  an 

obligation  of  support,  there  is  present  an  economic  mutuality  which  should  lead  to 

aggregation.   In  its  Report  it  said: 

"Certainly  its  existence  relieves  the  parent  of  some  burden  of 
expenditure,  but  it  by  no  means  follows  that  the  relief  to  the 
parent  is  of  the  same  magnitude  as  the  expenditures  made  on 
behalf  of  the  child.   It  would  be  doubtful  justice  therefore 
to  attribute  the  whole  of  the  child's  income  to  the  parent  and 
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leave  him  merely  to  such  relief  as  child  allowances  might 
afford  him. "(85) 

While  it  is  quite  true  that  in  many  families  the  contribution  of  income  by 
a  child  to  himself  or  to  the  family  is  less  than  the  amount  of  expenditure  made  on 
his  behalf  by  the  family,  that  observation  seems  to  miss  the  point.   If  there 
are  non-discretionary  components  to  the  income  of  the  family  attributible  to  a 
child  they  should  be  recognized  by  adequate  credits  or  deductions.   It  is  the 
adequacy  of  that  relief  which  then  should  be  tested  not  the  validity  of  the  view 
of  economic  mutuality  that  the  moral  and  legal  obligations  of  the  unit  involve. 
While  it  is  true  that  the  extent  of  the  obligation  owed  by  parents  to  children  is 
often  vague  and  variable  it  is  nonetheless  a  recognized  obligation  at  least  at 
minimal  levels.   Indeed,  recognition  of  that  obligation  by  the  law  adds  support 
to  the  view  of  the  family  unit  as  an  economic  institution. 

In  the  end  the  case  is  a  close  one.   On  balance,  it  is  the  writer's  view 
that  economic  mutuality  can  be  said  to  exist  certainly  for  spouses,  next  most 
predominantly  for  the  non-earned  income  of  children  and  lastly  for  the  earned  income 
of  children.   So  long  as  adequate  protections  are  devised  in  the  system  to  ensure 
that  those  children  who  are  not  part  of  the  household  of  the  family  can  escape  the 
burden  of  aggregated  taxation  it  is  the  writer's  view  that  the  system  should 
recognize  the  entire  family  as  the  unit  of  taxation  in  addition  to  the  individual. 
It  must  be  said,  however,  that  the  writer's  bias  is  strengthened  (and  in  many  ways 
rests)  on  the  inequity  of  allowing  income  splitting  devices  to  be  arranged  within 
some  family  units  in  Canada  thereby  lowering  the  tax  burden  on  such  units,  while 
other  units  (those  of  lesser  income  or  primarily  earned  income)  do  not  have  similar 
opportunities. 

Neutrality  Applied 

It  has  been  observed  throughout  this  study  that  one  of  the  objectives  of 
a  tax  system  should  be  to  maintai^n  its  neutrality  in  social  and  economic  terms. 
Therefore,  one  must  examine  the  proposal  for  a  marital  or  family  unit  in  the  light 
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of  any  adverse  ramifications  to  this  objective.   In  the  case  of  both  the  marital 
and  family  units  the  primary  economic  concern  is  one  of  potential  labour  incentives 
or  disincentives.   Similarly,  in  both  situations  the  social  concern  is  the  effect 
that  the  adoption  of  either  of  the  units  would  have  on  the  marital  or  family 
institution. 

On  the  economic  question  there  are  several  perspectives.   It  is  important  to 
articulate,  at  the  outset,  whether  the  criteria  used  will  view  the  taxation  of 
marital  or  family  income  from  the  perspective  of  two  single  individuals  not  cohabiting 
(in  which  case  aggregation  will  normally  lead  to  an  increased  tax)  or  from  the  view 
which  accepts  the  reality  of  the  cohabitation  and  its  economic  mutuality  and 
therefore  prefers  to  view  the  system  in  terms  relative  to  other  units  of  equal  cir- 
cumstance in  the  system.   The  writer  prefers  this  latter  perspective  which  does 
not  result  in  an  "increase"  in  tax  on  aggregation,  but  rather  a  more  equitable 
distribution  of  burden. 

The  more  fundamental  question  however,  is  the  effect  of  adoption  of  either 

the  marital  or  family  unit  on  labour  incentive.   Of  course,  that  perspective  is 

not  restricted  to  a  discussion  of  a  family  tax  unit.   It  applies  and  is  relevant 

to  the  entire  tax  system  and  constitutes  one  of  the  more  difficult  empirical  riddles 

of  analysis.   Many  argue  that  increased  taxation  creates  a  disincentive  to  work  or  earn 

and  an  incentive  to  greater  leisure.  Undeniably  that  would  be  the  case  in  a  polar 

situation  where  virtually  all  one's  income  was  confiscated.   On  the  other  hand  there 

is  a  contrary  view  that  it  is  the  after-tax  income  of  an  individual  which  is  important 

and,  within  non-conf iscatory  bounds,  the  imposition  of  further  tax  will  induce 

further  effort  in  order  to  maintain  the  same  after-tax  position.   These  positions 

have  been  concisely  stated  as  follows: 

"The  individual  income  tax  affects  economic  incentives  in  two 
different  directions.   On  the  one  hand,  it  reduces  the  monetary 
rewards  of  greater  effort  and  risk-taking  and  thus  tends  to  dis- 
courage these  activities.   On  the  other  hand,  it  may  provide  a 
greater  incentive  to  obtain  more  income  because  it  cuts  down  on 
the  income  left  over  for  spending.   There  is  no  basis  for  deciding 
which  effect  is  more  important  on  an  a  priori  basis." (°") 


Nevertheless,  many  have  pointed  to  the  possible  work  disincentive  which 
could  result  from  taxing  the  income  of  either  spouses  or  children  at  the  marginal 

(Ql\ 

rates  of  the  family  unit.      Clearly  there  would  be  a  tax  disadvantage  to  those 

in  the  unit  earning  the  lesser  incomes  in  the  sense  that  the  taxes  payable  by  the 

unit  on  the  income  of  the  lesser  earning  spouse  or  childreH  obviously  would  be 

higher  than  if  the  income  were  taxed  separately  unless  one  adopted  a  true  per  capita 

basis  for  taxation  which,  after  aggregation,  split  the  income  into  the  number  of 

persons  who  had  earned  it  and  then  applied  individual  rates.   In  that  case  there 

would  be  no  tax  penalty  at  all.   Short  of  such  a  scheme  the  extent  of  the  increased 

tax  would  depend  on  the  rate  structure  selected. 

In  a  study  done  for  the  Carter  Commission,  Professor  Barlow  reported  that 

there  is  no  convincing  evidence  for  the  proposition  that  progressive  income  taxation 

has  any  significant  disincentive  effect  on  the  supply  of  work  effort  at  least  up 

to  marginal  tax  rates  of  about  70%.      The  Carter  Commission  itself  came  to  the 

conclusion  that: 

"what  evidence  there  is  suggests  that  taxes  have  little  impact  on 
the  size,  skill  and  industriousness  of  the  labour  force." (°9) 

However  at  another  point  the  Commissioner's  said: 

"We  are  persuaded  that  high  marginal  rates  of  tax  have  an  adverse 
effect  on  the  decision  to  work  rather  than  enjoy  leisure,  on  the 
decision  to  save  rather  than  to  consume,  and  on  the  decision  to 
hold  assets  that  provide  monetary  returns  rather  than  assets  that 
provide  benefits  in  kind.   We  think  there  would  be  great  merit 
in  adopting  a  top  marginal  rate  of  no  greater  than  50%.   With 
such  a  maximum  marginal  rate,  taxpayers  would  be  assured  that 
at  least  half  of  all  gains  would  be  theirs  after  taxes.   We  think 
there  is  a  psychological  barrier  to  greater  effort,  saving  and 
profitable  investments  when  the  state  can  take  more  than  one-half 
of  the  potential  gain." (90) 

The  views  of  the  study  commissioned  by  the  Commission  and  its  own  initial 
statement  of  view  are  irreconcilable  with  the  latter  comment  which  must  therefore 
be  treated  with  less  than  usual  accord.   Other  empirical  work  suggests,  as  well, 
that  the  Carter  Commission  latterally  overstated  the  case.   In  the  United  States  work 

by  Break  and  Sanders     does  not  support  the  disincentive  argument.   Furthermore, 
a  Canadian  study  by  Chatter jee  and  Robinson  concluded  on  a  fairly  extensive  sample 
that : 
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't)ne  can  generally  say  that  taxation  influences  in  the  aggregate 
supply  of  effort  seem  to  be  relatively  negligible.   Among 
occupational  groups,  professionals  reporting  influences  seem 
moderately  biased  in  a  negative  direction  but  they  are  more 
than  outweighed  by  professionals  reporting  no  tax  effect.   From 
these  results,  one  must  conclude  that  the  work  incentives  of 
both  professional  and  non-professional  labour  in  this  area  are 
in  no  way  being  significantly  affected  by  the  present  personal 
income  taxation,  nor  are  likely  to  be  in  the  event  of  future 
tax  changes. " (93) 

Undoubtedly,  there  would  be  some  minimal  effect  on  the  labour  incentive  of 

both  spouses  and  children  in  the  event  of  the  adoption  of  either  the  marital  or 

family  unit.   The  extent  of  that  effect  is  virtually  impossible  to  evaluate  except 

in  general  terms.   In  such  terms  it  is  the  opinion  of  the  writer  based  on  the  studies 

mentioned  that  changes  in  the  units  of  taxation  and  aggregation  of  either  marital 

or  family  income  would  have  negligible  effect  on  labour  incentive.   Certainly  in 

lower  income  families  earnings  are  required  for  subsistance  and  there  should 

virtually  be  no  change.   Furthermore,  the  system  can  be  so  conditioned  so  as  to 

relieve  any  disincentive  tendency  at  these  levels.   In  the  upper  income  ranges  it 

is  unlikely  that  tax  imposition  has  any  effect  at  all  since  marginal  rates  are 

already  at  or  near  the  maximum.   Furthermore,  it  is  questionable  in  wealthy  families 

whether  spouses  and  children  work  in  order  to  maximize  cash  flow  or  enjoyment. 

Therefore,  the  real  threat,  if  there  is  one,  lies  in  the  middle  income  ranges  which 

should  give  pause  for  thought  in  determining  the  severity  of  the  rate  schedule. 

However,  the  writer  follows  the  assessment  of  Professor  Barlow  who  concluded: 

"The  unanimous  conclusion  is  that  in  general  the  income  tax  does 
not  deter  work  effort  to  any  significant  degree  ....  there  has  not 
been  a  single  study  known  to  the  writer  which  has  demonstrated  the 
existance  of  a  strong  and  widespread  disincentive  ef  feet ."  (9*^) 

Therefore  adoption  of  either  the  marital  or  family  unit  is  not  inhibited  by 
labour  force  disincentive. 

The  corollary  issue  of  neutrality  deals  with  the  effect  that  adoption  of 
either  unit  would  have  on  the  very  institution  of  marriage  and  the  family.   In  the 
writer's  view  the  effect  would  be  nonexistent,  except   in  the  rarest   of  cases. 
Essentially,  the  question  is  answered  by  the  view  one  has  of  the  institutions  of 
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marriage  and  the  family.   If  one  accepts  their  extraordinary  place  in  society  it 

is  unlikely  that  minor  tax  changes  will  have  any  effect  on  them.   In  that  regard 

(95) 
one  might  recall  the  comments  of  the  British  Royal  Commission.      At  least  in 

regard  to  the  marital  unit  their  view  was  quite  clearly  that  the  institution  of 

marriage  is  not  at  risk.   The  Carter  Commission,  in  essence,  agreed  and,  impliedly, 

so  did  the  Commissioners  of  the  Royal  Commission  on  the  Status  of  Women. 

The  question  is  perhaps  somewhat  more  difficult  with  regard  to  inclusion  of 
children  than  inclusion  of  spouses.   On  the  one  hand,  children  are  in  a  sense  a 
captive  market  who  have  no  choice  but  to  remain  a  part  of  the  unit  at  least  for  a 
period  of  years.   On  the  other  hand  it  is  conceivable  that  inclusion  of  the  income 
of  children  in  the  unit  could  lead  to  tension  and  conflict  in  some  families  depending 
on  their  circumstances.   As  a  norm,  it  is  the  writer's  view  that  the  effect  is 
unlikely  and  may  be  discounted. 

However  taking  the  darkest  view  one  might  tentatively  suggest  some  plausible 
ramifications  to  be  considered.   The  family  members,  children  and  parents  alike, 
undoubtedly  would  be  less  pleased  with  the  new  scheme  than  the  old  if  it  resulted 
in  increased  taxation  of  children's  income  at  the  unit's  marginal  rates.   The 
exemption  of  a  minimal  amount  of  earned  income,  or  the  exemption  of  all  earned  income 
would  of  course  go  a  long  way  to  overcoming  this  problem.   In  some  families  the 
financial  friction  between  unit  members  may  increase  over  present  levels  but  it  is 
doubtful  that  a  marked  gulf  v^ould  appear  in  most  families.   On  the  other  hand-,  almost 
assuredly  children  who  earn  income  would  be  somewhat  frustrated  by  the  increased 
taxation  unless  of  course  the  impact  were  cushioned  by  the  parents'  paying  the 
increased  tax.   In  that  case,  perhaps  the  parents  would  be  frustrated. 

In  those  families  where  relations  already  were  somewhat  strained,  unitization 
for  tax  purposes  could  have  a  distinctly  untherapeutic  affect.   In  such  situations 
it  is  perhaps  conceivable,  although  remote,  that  increased  familial  drop-out  would 
result.   The  recommendation  to  allow  a  child  over  16  years  of  age,  not  cohabiting 
with  his  parents  and  employed  or  carrying  on  a  business  on  a  full-time  basis, to 
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file  as  an  individual  could  accelerate  such  departures  but,  at  the  same  time  it 
would  allow  the  most  potentially  difficult  situations  to  be  avoided.   It  is  the 
writer's  view  that  the  system  overall  would  have  but  little  effect  since  it  is  the 
writer's  view  that  the  family  is  a  basic  and  integral  social  unit. 

Given  the  possible  detriments  and  no  real  way  of  determining  what  effects  the 
aggregation  of  family  income  would  have  one  must  try  to  find  the  proper  balance. 
Quite  clearly  one  of  the  strongest  reasons  compelling  aggregation  and  one  which  may 
well  sway  the  balance  is  the  need  to  prevent  tax  planning  schemes  which  income  split 
amongst  family  members,  particularly  on  income  from  property.   Current  protections 
in  the  law  have  been  inadequate  to  prevent  such  schemes.   Reform  of  the  current 
anti-avoidance  provisions  could  improve  their  efficiency  but  will  not  totally 
eliminate  the  problem.   Secondly,  non-aggregation  of  children's  income  continues 
the  inequity  at  the  horizontal  level  which  arises  between  units  from  unequal  dis- 
tribution of  income  amongst  the  family  members. 

Furthermore,  the  effect  of  aggregation  is  unlikely  to  be  significant  in  the 

case  of  children  because  of  the  relatively  small  percentage  of  children  who  earn 

substantial  amounts  of  money.   Statistics  for  1972     indicate  that  33.4%  of 

children  19  years  of  age  and  under  earned  less  than  $500  in  income.   Indeed,  54.2% 

earned  less  than  $1,000  and  almost  68%  of  such  individuals  earned  less  than  $1,500. 

The  average  income  of  persons  under  the  age  of  19  was  only  $1,330.   It  was  further 

reported  as  follows: 

"Families  with  different  characteristics  differ  as  to  their 

incomes.   Family  income  is  closely  related  to  the  age  of  the 

head.   Normally,  family  income  rises  until  the  head  reaches  middle 

age  and  then  declines.   Thus,  in  1972,  families  headed  by  young  persons 

aged  less  than  25  years  or  by  older  persons  aged  65  years  and  over 

received,  on  the  average,  considerably  less  income  than  those  headed 

by  persons  aged  25  to  64  years. "(97) 

A  survey  conducted  in  the  United  States  in  1962  found  that  only  6%  of  "spending 

units"  (defined  as  a  group  of  relatives  living  together  and  pooling  their  incomes 

for  major  items  of  expense)  contained  income  earning  children  under  18,  only  1% 

contained  children  earning  $500  to  $999  annually,  and  only  1%  contained  children 
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earning  over  $1,000.      Similar  statistics  for  Canada  have  not  been  analysed. 

The  relatively  sparse  existence  of  income  amongst  children  19  years  of  age 
and  under  therefore  probably  is  neutral  in  terms  of  deciding  whether  to  adopt  a 
family  unit  or  not.   On  the  one  hand  it  can  be  argued  that  since  it  is  relatively 
sparse  it  is  not  worth  the  bother  while  on  the  other  hand  it  is  equally  open  to 
conclude  that  since  the  ultimate  effect  would  be  small  there  is  no  reason  not  to 
proceed. 

One  last  point  must  be  mentioned  in  this  regard.   All  other  things  being 
equal  if  it  is  felt  desirable  to  include  gifts  and  inheritances  in  the  tax  base  then 
major  benefits  accrue  from  adopting  the  family  as  a  tax  unit  since  it  avoids  the 
need  to  distinguish  between  large  and  small  gifts,  maintenance  and  provision  beyond 
maintenance,  and  so  on.   Although  it  is  quite  conceivable  that  gifts  and  inheritances 
could  be  included  in  the  tax  base  notwithstanding  the  family  not  being  adopted  as 
a  tax  unit  the  situation  becomes  more  difficult  if  that  is  the  case.   In  those 
instances,  like  the  current  provincial  systems,  exemption  levels  wherein  tax  free 
gifts  could  be  made  would  have  to  be  established  and  gifts  would  have  to  be  defined 
so  as  to  exclude  maintenance  received  as  a  result  of  legal  or  moral  obligation. 
Obviously,  difficult  questions  of  definition  then  would  continue  to  plague  the  system. 
All  in  all,  the  family  tax  unit  seems  the  better  course. 

Internal  Consistency  Applied 

Very  little  need  be  said  about  the  effect  on  the  internal  inconsistency  of 
the  system  of  the  adoption  of  either  the  marital  or  family  units.   Either  are  easily 
accommodated  within  the  present  system  and  indeed  would  lead  to  a  decrease  in  many 
of  the  current  anti-avoidance  provisions  of  the  Income  Tax  Act.  Since  the  federal 
tax  system  presently  allows  tax  free  transfers  of  property  by  way  of  gift  or 
inheritance  as  do  five  of  the  ten  provinces  of  Canada,  the  Act  must  necessarily 
contain  anti-avoidance  provisions  which  prevent,  or  attempt  to  prevent,  the  artificial 
splitting  of  income  from  property  amongst  family  members.   As  will  be  seen,  the 
attribution  rules  as  presently  constituted  are  inadequate  and  insufficient.   While 
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measures  can  be  taken  to  increase  their  efficiency  it  would  be  preferable  to 
aggregate  the  income  of  spouses  and/or  children  rather  than  attempt  to  effect  piece- 
meal barriers  to  income  splitting  caused  by  the  very  fact  of  the  economic  and  social 
mutuality  of  family  members.   Aggregation  of  family  or  marital  income  in  a  unit  is 
the  better  method  of  attribution  at  the  same  time  that  it  accurately  reflects  economic 
reality. 

Furthermore,  in  the  event  that  gifts  and  inheritances  are  to  be  included  in 
the  tax  base,  a  proposal  here  recommended,  it  is  virtually  necessary  to  have  as  part 
of  a  tax  unit  those  persons  between  whom  tax  free  transfers  of  property  will  be 
allowed.   It  is  the  writer's  view  that  transfers  between  spouses  and  dependent 
children  should  not  have  tax  barriers  placed  in  their  way  and  therefore  it  is  desirable 
to  adopt  the  marital  and  family  units  as  alternatives  to  the  individual.   In  that 
way  difficult  and  probably  irreconcilable  problems  of  definition  would  be  avoided 
and  consistency  maintained. 

Administrability  Applied 

If  anything  adoption  of  the  widest  possible  units  would  reduce  the  problems 
of  administration  in  the  income  tax  system  particularly  with  regard  to  prevention 
of  artificial  tax  avoidance  schemes  now  fairly  commonplace  amongst  the  upper  middle 
and  upper  class  income  earners  with  income  from  business  and  property.   Various 
minor  administrative  procedures,  e.g.  joint  tax  return  forms,  etc.  would  obviously 
be  required.   Changes  in  the  withholding  tables  would  also  follow  but  neither  is  of 
very  great  importance  in  terms  of  administrative  burden  or  taxpaying  facility. 
Obviously  systems  of  these  sorts  have  operated  smoothly  elsewhere  in  the  world  for  many 
years  and  continue  to  date. 

The  only  concern  one  would  have  from  an  administrative  point  of  view  returns 
the  question  to  its  essential  point.   If  children  are  included  in  a  family  unit 
for  tax  purposes  and  if  children  truly  are  not  part  of  the  economic  and  social 
institution  of  the  family  then  it  is  conceivable  that  the  increased  taxation  that 
might  result  could  lead  to  increased  tax  evasion  and  enforcement  problems.   While 
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the  writer  doubts  this  effect,  and  indeed  rejects  it  out  of  hand,  contrary  opinion 

has  been  expressed.   For  instance,  one  might  recall  the  words  of  A.  Kenneth  Eaton, 

former  Assistant  Deputy  Minister  of  Finance  who  said: 

"He  who's  heart  bleeds  for  the  marrieds  who  are  given  no  tax 
abatement  for  living  costs  while  working  away  from  home  should 
likewise  be  heartily  indignant  at  the  utterly  soft  treatment 
under  the  law  enjoyed  by  the  far  more  numerous  group  of  youngsters 
who  live  at  home  with  their  parents  and  receive  board  and  lodging 
free  or  at  a  bargain  figure  while  drawing  wages  equal  to  the 
single  person  away  from  home  who  is  paying  the  full  shot  for  living 
costs  at  the  boarding  house  next  door.   As  a  tax  situation  for 
any  particular  individual  this  too  shall  pass,  and  heaven  help 
the  government  that  attempts  to  enforce  law  to  correct  it. "(99) 

Nevertheless,  on  balance  it  is  the  writer's  view  that  in  addition  to  the 

individual  the  Canadian  income  tax  system  should  adopt,  at  least,  the  marital  unit, 

and  indeed  the  family  unit  in  the  manner  and  along  the  lines  hereinbefore  suggested. 

The  final  section  of  this  chapter  will  canvass  the  mechanisms  available  to  be  used 

in  order  to  ensure  that  once  having  determined  the  scope  and  extent  of  the  unit  and 

the  principles  of  burden  imposition  as  set  forth  in  the  preceding  pages  of  this 

study,  those  principles  and  burdens  are  translated  into  effective  legislation. 

Mechanisms  and  Guidelines  for  Implementation. 

It  is  the  writer's  view  that   further  study  is  required  into  the  budget 
expenditures  of  Canadian  families  on  which  to  base  more  accurately  a  series  of 
differentials  as  between  differently  circumstanced  family  units.  Nevertheless,  it 
is  important  in  this  study,  and  for  the  Commission,  to  lay  down  the  directions  and 
goals  within  which  the  specific  quantum  of  percentages  rates  and  allowances  can  be 
set.   There  is  much  to  be  said,  in  fact,  for  viewing  this  function  as  one  of  prin- 
ciple rather  than  detail  in  order  that  one  may  become  both  facile  with  the  tools  and 
mechanisms  available  for  adequate  distributional  purposes  and  so  that  decisions  can 
be  taken  on  the  basis  of  principle  rather  than  on  the  basis  of  particular  effect  °^ 
a  particular  individual  in  particular  circumstances.   Indeed,  one  of  the  hazards 
of  tax  reform  in  the  past  has  been  the  tendency  of  some  to  react  in  a  fashion  to 
ensure  personal  privilege  at  the  expense  of  general  good. 
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It  was  indicated  earlier  in  this  study  that  there  are  four  possible  general 
formats  available  for  the  treatment  of  individual  and  family  income.   The  first, 
obviously,  is  that  of  the  individual  unit  which  will  have  an  individual  rate 
schedule  (assumed  to  be  comprised  of  graduated  rates  in  order  to  be  progressive) . 
Nothing  further  need  be  said  about  it.   The  other  three,  have  been  referred  to  as 
the  "unit"  approach,  the  "per  capita"  approach  and  the  "modified  per  capita"  approach. 

Each  of  the  systems  starts  with  the  aggregation  of  the  income  of  the  members 
of  the  unit.   The  underlying  premise  of  such  aggregation  is  that  a  system  which 
taxes  only  individuals  at  graduated  marginal  rates  of  tax  will  produce  different 
and  inexact  tax  liabilities  on  the  same  aggregate  income  if  the  division  or  dis- 
tribution of  income  between  the  persons  being  measured  differs.   The  least  amount 
of  tax  will  be  paid  when  the  incomes  of  the  unit  members  are  equal  which  is  the  only 
point  at  which  it  is  irrelevant  whether  income  is  aggregated  or  not.   If  the  dis- 
tribution of  income  is  unequal  amongst  the  unit  members  then  inevitably  the  aggregate 
tax  on  that  unit  will  be  less  than  it  would  have  been  if  all  of  the  income,  in 
identical  amounts,  had  been  earned  by  a  single  individual.   Therefore,  taking  the 
marital  unit  as  an  example,  unequal  distribution  of  income  amongst  husband  and  wife 
will  lead  to  less  tax  than  if  the  same  income  had  been  earned  by  the  husband  alone. 
Thus,  the  tendency  is  for  one-earner  families  to  attempt  to  distribute  income 
amongst  more  than  one  member  of  the  economic  unit  in  order  to  reduce  tax.   Similarly, 
spouses  of  unequal  income  would  tend  to  try  to  equalize  the  earning  of  the  income 
equally  between  them  so  as  to  take  advantage  of  the  maximum  possible  split  and 
therefore  the  lowest  tax.   Hence,  tax  avoidance  schemes  which  attempt  to  shift 
income  as  between  family  members.   In  a  sense,  one  can  think  of  such  attempts  in 
terms  of  "averaging"  since  the  optimum  benefit  will  be  maintained  under  the  system 
if  there  is  an  equal  distribution  of  income  amongst  the  unit  members. 

Aggregation  eliminates  both  a  tendency  towards  tax  avoidance  and  the  unequal 
treatment  of  units  with  equal  income  but  unequal  distribution.   It  does  so  because 
the  concept  of  aggregation  causes  the  identity  of  the  individual  earners  to  be  lost 
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and  makes  it  irrelevant  for  the  purposes  of  determining  the  tax  burden.   Another 
way  of  looking  at  it  is  that  aggregation  of  income  automatically  results  in  the 
averaging  of  the  income  of  the  unit  members.   However,  the  precise  effects  of 
aggregation  are  determined  by  the  conditioning  of  the  system  as  to  the  amount  and 
method  of  differentiation  among  differently  sized  units  with  equal  income  and 
equally  sized  units  of  unequal  income. 

The  unit  approach  essentially  requires  aggregation  of  the  income  of  the 
members  of  the  unit  and  the  application,  then,  of  a  single  rate  schedule.   Special 
circumstances  (e.g.  family  size  or  dependency  or  additional  expenditures)  are 
recognized  by  appropriate  exemptions,  deductions  or  credits.   In  essence  the  unit 
approach  assumes  that  a  single  person  and  a  married  couple  with  equal  taxable  income 
should  pay  taxes  at  equal  marginal  rates.   Another  way  of  putting  almost  the  same 
point  is  to  say  that  in  the  unit  approach  every  incremental  dollar  of  income  is 
equally  available  for  the  payment  of  tax  regardless  of  family  or  other  status.   Only 
the  minimum  necessity  of  non-discretionary  income  is  recognized,  without  recognizing 
the  concept  that  non-discretionary  income  increases  as  income  increases,  which  was 
the  Carter  Commission's  view. 

Under  the  "per  capita"  approach  the  marginal  rates  of  tax  for  a  multi-person 
tax  unit  and  those  of  a  single  person  are  equal  if  their  per  capita  taxable  incomes 
are  equal.   In  other  words,  regardless  of  the  source  of  income  earning  the  income 
is  split  amongst  the  number  of  people  in  the  tax  unit  and  a  single  rate  schedule 
applied.   The  same  effect  can  be  achieved  by  doubling  the  tax  brackets  of  married 
couples  relative  to  singles.   The  effect  in  each  case  is  to  make  the  rates  of  tax 
for,  say,  a  married  couple  equal  to  the  rate  of  tax  for  a  single  person  with  one-half 
the  taxable  income.   The  rationale  of  the  plan  is  that  ability  to  pay  is  to  be 
measured  on  the  basis  of  the  per  capita  income  of  a  household  not  its  gross  amount, 
which  is  the  unit  scheme. 

The  "modified"  plan  attempts  to  strike  a  balance  between  the  two  either  by 
proliferating  rate  schedules  to  take  account  of  differently  circumstanced  units  e.g. 
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the  rate  schedules  in  the  United  States  and  the  dual  rate  schedule  plan  advocated 
by  the  Carter  Commission,  or  even  more  complexly  by  introducing  differential  exemp- 
tions and  differential  marginal  rates. 

Marshall  and  Walsh  have  provided  a  summary  of  the  major  draw-backs  of  each 
approach  as  follows: 

"Under  the  unit  approach  differentiation  among  units  of  different 
size  is  achieved  by  means  of  exemptions,  and  its  supporters  have 
naturally  tended  to  concentrate  upon  the  magnitude  and  type  of 
exemptions  to  be  employed.   The  major  difficulties  facing  these 
supporters  stem  from  the  challenge  that  any  standard  of  minimum 
necessity  is  relative  to  the  customs  of  the  particular  income  group 
involved  and  hence  the  discretionary  components  of  income  vary  with 
the  group's  margin  of  want  satisfaction,  be  it  physiological,  socio- 
logical or  psychological.   The  difficulties  are  twofold:  First  how 
to  define  "clear  income"  (income  in  excess  of  that  required  to  main- 
tain a  standard  of  minimum  necessity)  for  different  income  groups 
with  different  wants  demanding  satisfaction;  secondly,  how  to  defend 
a  view  that  incremental  income  received  in  excess  of  the  exemption 
level  has  equal  taxable  capacity  independant  of  family  status. 

The  per  capita  approach  is  faced  with  the  difficulty  of  reconciling 
two  opposing  considerations:  incremental  income  received  in  excess 
of  the  exemption  level  has  a  taxable  capacity  which  varies  directly 
with  the  size  of  the  tax  unit  on  a  per  capita  basis;  and  in  the 
upper  ranges  of  income  a  steadily  declining  percentage  of  income 
is  required  to  maintain  an  adequate  standard  of  living. 

The  debate  concerning  these  two  polar  approaches  has  been  a  lengthy 
one  and  the  only  safe  conclusion  seems  to  be  that  each  approach  is 
totally  unsatisfactory  in  an  unmodified  form.   The  unit  approach  is 
harsh  treatment  to  the  married  couple  and  the  family  in  terms  of 
relative  cost  experience  at  different  levels  of  income,  while  the 
per  capita  system  has  the  opposite  effect  -  it  treats  harshly  the 
single  individual.   However,  pinpointing  these  drawbacks  merely 
intensifies  the  problem  of  finding  the  ideal  system,  since  whatever 
solution  is  chosen  it  must  incorporate  the  good  features  of  each 
of  the  two  polar  approaches  while  avoiding  the  bad. 

Two  recent  proposals  that  attempt  to  solve  the  differentiation 
problem  are  those  put  forward  by  the  Canadian  Royal  Commission  using 
dual  rate  schedules  and  the  "modified  per  capita  approach"  advanced  by 
Thorson.   This  latter  approach  attempts  to  base  tax  differentials 
in  the  lower  and  middle  income  ranges  on  an  objective  test  of  ability 
to  pay  on  the  basic  premise  that  taxable  capacity  can  be  ascertained 
by  relating  the  tax  units  actual  income  to  a  computation  of  the  income 
required  to  maintain  a  given  standard  of  living  for  tax  units  of 
different  size.   In  the  upper  income  ranges  differentials  in  the 
marginal  rate  progression  for  tax  units  of  different  size  would 
eventually  disappear  on  the  grounds  that  the  power  of  the  tax  unit 
to  command  goods  and  services  for  personal  use  should  become  the 
measure  of  taxable  capacity,  and  that  this  power  is  a  function  of 
the  aggregate  income  of  the  tax  unit.   Such  a  scheme  would  be  imple- 
mented by  a  combination  of  differential  exemptions  and  differential 
marginal  rates  (via  bracket  widths  or  splitting). 
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As  indicated  above  the  Canadian  Report  proposes  dual  rate 
schedules  for  single  and  married  taxpayers  with  emphasis  on  the 
tax  units  per  capita  income  at  the  lower  end  of  the  income  scale 
and  per  family  income  at  the  top  end.   Thus,  the  rate  distinction 
based  on  the  personal  circumstances  of  the  taxpayers  disappears 
at  high  income  levels,  following  the  belief  that  marital  status    nm"^ 
has  relatively  little  effect  on  taxable  capacity  at  those  levels." 

In  the  writer's  view  the  proposal  put  forward  by  the  Carter  Commission  is 
sound  in  principle.   The  tax  system  should  contain  two  rate  schedules,  one  for  the 
family  (or  marital  unit)  and  one  for  unattached  individuals.   Personal  or  marital 
status  should  be  recongized  within  the  rate  schedule  itself  rather  than  by  additional 
exemption  or  deduction.   Family  size  should  be  recognized  by  the  granting  of  tax 
credits  to  reduce  the  tax  determined  by  the  application  of  the  schedules.   Similarly, 
recognition  of  other  non-discretionary  expenditures  (like  support  of  close  relatives) 
should  be  recognized  by  tax  credits.   Child  care  expenses  should  be  recognized 
either  through  the  provision  of  a  tax  credit  or  a  tax  deduction,  preferably  the  latter. 
With  regard  to  child  care  expenses  the  issue  is  close.   Tax  credits  would  allow 
greater  funds  to  be  channelled  to  lower  income  taxpayers  (a  highly  desirable  approach) 
On  the  other  hand,  child  care  expenses  if  they  are  to  be  recognized,  theoretically 
at  least,  should  be  recognized  as  deductions  in  computing  "profit"  from  earnings 
and  thus  should  be  provided  by  way  of  deduction  rather  than  tax  credit.   This  will 
be  discussed  further,  infra. 

In  the  writer's  view  if  one  were  forced  to  choose  between  the  unit  approach 
and  the  per  capita  approach  without  the  availability  of  a  modified  version  of  either, 
the  writer's  preference  would  be  the  unit  approach.   The  per  capita  plans,  whether 
a  simple  income  splitting  plan  as  in  the  United  States  or  a  plan  which  assesses 
weights  to  the  members  of  the  unit  depending  on  status  as  in  the  French  system, 
reduces  the  tax  burden  of  high  income  units  with  very  little  corresponding  benefits 
to  low  income  units.   For  example  prior  to  the  reforms  of  1969  it  was  estimated 
that  the  advantages  of  income  splitting  in  the  United  States  benefited  a  unit  with 
an  Income  of  $5,000  with  a  reduction  in  tax  of  $38  or  4.7%.   On  the  other  hand, 
units  with  income  of  $50,000  benefited  in  the  amount  of  $5,792  or  25.5%.     ^ 
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Indeed  it  can  be  said  of  a  split  income  plan  that  it  benefits  least  those  in  very 
low  income  brackets,  with  increasing  benefits  as  income  increases  until  very  high 
incomes  where  because  of  maximum  marginal  rates  the  benefits  of  splitting  are  no 
longer  seen.   Furthermore,  the  effect  of  a  per  capita  scheme  like  income  splitting 
involves  a  marked  shift  in  the  tax  burden  to  single  persons  who  must  pick  up  the 
brunt  of  the  tax  shortfall  caused  by  the  allowance  of  splitting  if  revenue  is  to 
be  maintained.   The  matter  can  be  put  in  yet  one  further  perspective.   A  study  in 
the  United  States  concluded  that  the  effect  of  the  split  income  provision  of  the 
tax  system  as  it  stood  prior  to  1969  was  so  substantial  that  the  elimination  of  it 
would  finance  a  $100  increase  in  per  capita  exemptions,  or  a  top  marginal  rate  of 
50%  (it  was  then  over  90%)  or  an  overall  rate  reduction  of  2.5%. 

Therefore,  income  splitting  or  per  capita  plans  generally  are  not  acceptable, 
at  least  across  the  full  income  scale.   As  will  be  seen,  however,  it  is  acceptable, 
in  the  view  of  the  writer,  to  recognize  that  at  lower  income  levels  there  may  be 
diseconomies  to  marriage  or,  even  if  there  are  not  diseconomies  to  marriage,  recog- 
nition may  be  taken  of  the  difficulty  of  living  on  low  income  and  income  splitting 
therefor  allowed  in  lower  brackets  in  a  manner  which  preserves  horizontal  equity. 
The  underlying  rationale  for  allowing  income  splitting  in  those  brackets  rather 
than  recognizing  the  difficulty  of  living  on  low  income  in  some  other  way  is  to 
ensure  that  no  differentiation  is  made  as  to  source  of  income  in  allowing  a  benefit 
to  lower  income  taxpayers.   Thus  a  low  income  family  with  unearned  income  should 
be  no  less  disadvantaged  than  a  low  income  family  of  equal  income  but  with  an 
earned  income  source.   Furthermore,  aggregation  even  with  splitting  will  eliminate 
differential  tax  burdens  resulting  from  unequal  income  distribution  within  the 
tax  unit. 

The  unit  approach  would  be  preferable,  if  a  choice  were  required,  because 
it  more  nearly  accords  with  the  writer's  view  that  lower  income  taxpayers  should 
receive  greater  benefit  than  higher  income  taxpayers  and  that  incremental  amounts 
of  income  ought  to  be  recognized  as  having  far  greater  tax  extraction  capacity  than 
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preceding  income  increments.   As  indicated  earlier  in  this  study,  the  writer's 
major  concern  is  at  low  levels  of  income  and  it  is  hard  theoretically  to  justify 
extracting  further  tax  from  low  income  levels  without  first  having  exhausted  the 
upper  income  levels.   Nevertheless,  the  unit  approach  can  be  burdensome  on  a 
multiple  person  unit  unless  substantial  and  complicated  relief  provisions  are 
provided.   Furthermore,  though  it  is  not  the  writer's  personal  view,  it  appears 
to  be  a  fairly  prevalent  view  that  non-discretionary  obligations  increase  with 
income  at  least  to  a  certain  level,  a  factor  disregarded  by  the  unit  approach. 

The  modified  approach  suggested  by  the  Carter  Commission  seems  to  be  the  more 
desirable  alternative.   It  would  be  more  exact,  obviously,  if  rate  schedules  were 
proliferated  for  every  conceivable  size  and  circumstance  of  unit.   However,  that  is 
simply  neither  feasible  nor  desirable  because  of  the  complexity  that  would  be 
involved  for  the  taxpayer  and  for  the  revenue  authorities.   Therefore,  the  two-rate 
schedule  is  suggested  as  being  acceptable,  with  recognition  of   family  size  cir- 
cumstance through  the  credits  aforementioned.   One  could  devise  a  series  of  rate 
schedules  based  simply  on  family  size  in  order  to  take  account  of  the  numbers  *ind 
income  circumstances  of  children.   However,  since  children,  although  part  of  the 
economic  and  social  fabric  of  the  family  institution,  are  merely  temporary  residents 
of  the  unit  until  their  age  of  majority  or  departure  from  the  home  and  because  their 
income  is  relatively  minor  in  contrast  to  that  of  the  parents,  it  is  simpler  and 
preferable  to  establish  a  simple  two-rate  system. 

There  follows  then  a  hypothetical  dual-rate  schedule.   At  the  outset  several 
caveats  must  be  expressed.   First,  the  writer  has  no  confidence  in  the  differentiation 
between  levels  of  income  used  in  the  schedule  in  detail  or  degree.   The  purpose  of 
the  rate  schedule  and  the  differentiations  it  involves  is  to  indicate  general 
directions  and  trends  which  the  writer  feels  acceptable.   However,  specific  detail 
as  to  both  the  bracket  widths  and  marginal  rates  to  be  applied  to  them  would  require 
far  more  extensive  budget  information  in  order  to  allocate  the  burden  properly. 
Such  analysis  has  not  been  done  in  Canada  to  date  and  should  receive  high  priority 
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in  future.   Furthermore,  the  rate  schedule  has  been  constructed  without  regard  to 
the  effect  it  might  have  on  the  governmental  revenues.   It  is  therefore  put  forward 
only  for  illustrative  purposes  and  the  discussion  which  follows  it.   Comparative 
data  on  the  effective  tax  rates  involved  is  also  contained  in  the  table  so  that  the 
differentiation  between  single  and  married  units  of  equal  income  is  made  obvious  as 
is  the  progressivity  of  the  table. 


HYPOTHETICAL  RATE  SCHEDULE 
WITH 
COMPARATIVE  DATA  * 


RATES 

FOR 

RATES  FOR 

SINGLE 

UNITS 

Effective 

FAMILY 

(OR  MARITAL) 

UNITS 

Marginal 

Marginal 

Effective 

Tax  at 

Rate 

Rate  at 

Tax  at 

Rate 

Rate  at 

Taxable 

Bracket 

in 

Bracket 

Bracket 

in 

Bracket 

Income 

Bottom 

Bracket 

Bottom 

Bottom 

Bracket 

Bottom 

$ 

$ 

% 

% 

$ 

% 

% 

0-1499 

0 

0 

0 

0 

0 

0 

1500-1999 

0 

14 

0 

0 

0 

0 

2000-2999 

70- 

17 

4 

0 

0 

0 

3000-3999 

240 

20 

8 

0 

14 

0 

4000-4999 

440 

21 

11 

140 

16 

4 

5000-5999 

650 

22 

13 

300 

18 

6 

6000-7999 

870 

24 

15 

480 

20 

8 

8000-9999 

1350 

26 

17 

880 

21 

11 

10000-11999 

1870 

27 

19 

1300 

22 

13 

12000-14999 

2410 

29 

20 

1740 

24 

15 

15000-19999 

3280 

31 

22 

2460 

27 

16 

20000-24999 

4830 

35 

24 

3810 

32 

19 

25000-29999 

6580 

40 

26 

5410 

38 

22 

30000-39999 

8580 

43 

29 

7310 

43 

24 

40000-49999 

12880 

50 

32 

11610 

50 

29 

50000-59999 

17880 

55 

36 

16610 

55 

33 

60000  - 

23380 

60 

39 

22110 

60 

37 

*  ASSUMPTIONS : 

1.  Does  not  include  Provincial  tax 

2.  The  system  does  not  allow  a  further 
deduction  or  credit  for  personal 

or  marital  status. 

3.  Additional  credits  or  deductions 
will  be  allowed  for  dependents 
and  child  care  expenses. 
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4.   Burdens  similar  to  those  presently 
levied  are  to  be  achieved. 

In  arriving  at  the  schedule,  or  if  the  Commission  were  to  attempt  to  set 
a  new  schedule,  it  is  suggested  that  several  matters  must  be  considered  in  addition 
to  the  multitude  already  discussed  in  this  study.   It  is  obvious  from  the  schedule 
that  subsistence  amounts  of  income  of  $1,500  for  single  individuals  and  $3,000  for 
family  units  are  considered  beyond  the  tax  net.   These  are  arbritrarily  set  figures 
approximating  the  current  deductions  available  and  should  be  subject  to  indexing. 
The  writer  prefers  to  use  the  zero  rate  rather  than  a  deduction  because  of  the 
inherent  bias  the  latter  has  for  higher  income  rather  than  lower  income  units.   The 
subsistence  levels  exempted  themselves  should  be  the  subject  of  budget  studies.   Only 
with  that  information  can  one,  with  any  degree  of  certainty,  suggest  the  level  of 
income  below  which  no  tax  should  be  exigible.   Furthermore,  only  on  the  basis  of  such 
studies  could  the  equivalent  subsistence  level  be  set  for  married  and  single 
individuals. 

The  minimum  and  maximum  marginal  rates  in  the  schedule  have  been  arbritrarily 
determined  although  again  within  an  attempt  to  approximate  those  currently  in  use. 
In  order  to  exactly  determine  those  rates  one  would  require  extensive  information 
on  the  revenue  need  of  the  government.   Furthermore,  the  rate  schedule  would  be 
dependant  upon  reforms  in  other  parts  of  the  system  since  for  example  an  increase 
in  the  comprehensiveness  of  the  base  will  allow  rate  reductions  or  larger  zero 
brackets  which  are  to  be  highly  desired.   The  rate  of  graduation  between  the  minimums 
and  maximums  is  to  be  determined  by  discovering  the  rate  at  which  the  discretionary 
income  of  tax  units  increases  with  income.   Once  again,  budget  studies  would  be 
required  in  order  to  fix  such  weight  differential  in  exact  amounts.   In  terms  of 
gross  taxable  income  it  is  the  writer's  view  that  income  in  excess  of  $30,000  to 
$40,000  has  an  infinitely  greater  taxpaying  capacity  than  income  below  those  levels. 

That  investigation  leads  to  several  others.   It  will  be  noticed  from  the 
schedule  that  the  top  marginal  rate  is  60%.   The  Carter  Commission,  it  will  be 
recalled,  suggested  a  top  marginal  rate  of  50%  on  the  basis  of  a  work  disincentive 
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tendency  associated  with  higher  marginal  rates.   The  writer,  for  the  reasons  given 
earlier,  rejects  the  concept  that  higher  marginal  rates  would  lead  to  increased 
work,  disincentive  and  has  therefore  chosen  a  somewhat  higher  top  marginal  rate. 
Indeed,  the  writer's  own  view  would  be  to  set  that  top  marginal  rate  even  higher 
than  60%  on  incomes  in  excess  of  $50,000  to  $60,000  but  as  a  compromise  in  the 
hypothetical  a  top  rate  of  60%  was  chosen.   It  has  also  been  assumed,  arbritrarily , 
that  income  in  excess  of  $30,000  requires  no  differentiation  as  to  discretionary 
use  between  family  units  and  for  single  individuals.   Budget  studies  would  here 
again  be  most  important,  or,  short  of  such  studies  the  Commission  may  choose  to  set 
different  standards.   The  Carter  Commission  established  $40,000  as  the  cut-off 
point  which  would  be  acceptable  to  the  writer  in  the  absence  of  more  empirical 
evidence.   The  important  thing  is  to  recognize  that  there  is  a  cut-off  point  beyond 
which  income  has  the  same  taxpaying  capacity  no  matter  the  size  of  the  unit  earning 
it. 

On  the  other  hand  it  has  been  assumed  that  because  of  diseconomies  to  marriage 
at  lower  income  levels  (e.g.  increased  life  insurance,  better  housing)  and  with  a 
view  to  ensuring  that  lower  income  taxpayers  are  not  disadvantaged  by  proposed 
reforms  requiring  aggregation  of  income,  the  rate  schedules,  in  effect,  allow  income 
splitting  on  unit  incomes  up  to  $15,000  regardless  of  the  source  of  income.   If  one 
were  willing  to  break  the  principle  of  horizontal  equity  and  prefer  earned  income 
to  unearned  income  then  presumably  one  would  not  allow  income  splitting  in  this 
fashion  even  at  those  income  levels  but  would  rather  provide  an  increased  tax  credit 
on  the  earned  income  of  lesser  earning  unit  members.   Thus,  one  might  allow  income 
splitting  up  to  only  $7,500  of  unit  income  with  an  earned  income  credit  on  the  earned 
income  of  the  lesser  spouse  to  relieve  the  additional  tax  on  income  between  $7,500 
and  $15,000.       This  is  a  question  of  judgment  dependant  completely  on  objectives 
and  a  determination  that  the  income  tax  system  should  be  used  to  encourage  women  to 
leave  the  home  and  seek  outside  employment.   The  writer  could  easily  support  an 
earned  income  credit  available  to  low  and  medium  incomes. 
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The  $15,000  level,  although  arbritrarily  chosen,  has  a  theoretical  basis. 
Statistics  Canada  in  1973  conducted  a  survey  of  consumer  finances  the  results  of 
which  were  made  available  to  the  writer  although  not  yet  published  at  the  time  of 
this  writing.   The  statistics  show  that  only  22%  of  families  in  Canada  (out  of  a 
total  of  5,161,000  of  such  units)  have  income  in  excess  of  $15,000.   Indeed,  only 
8.7%  of  such  units  have  income  in  excess  of  $20,000.       Thus,  the  benefits  of  income 
splitting  would  accrue  to  almost  80%  of  the  family  units  in  Canada.   It  is  also 
interesting  to  note   that  in  1972  the  same  22%  of  units  with  income  in  excess  of 
$15,000  earned  41.8%  of  the  total  income  of  families  in  Canada  and  received  15.4% 
of  all  transfer  payments  made  to  families.   On  the  other  hand,  such  units  paid  54.4% 
of  the  income  tax  paid  by  family  units  in  Canada. 

It  is  important  to  reiterate  that  while  the  effect  of  adopting  the  family 
tax  unit  would  increase  the  relative  tax  burdens  of  two-earner  middle  income  family 
units  with  unequal  distributions  of  income  within  the  unit,  it  does  not  necessarily 
have  to  involve  increasing  the  actual  amount  of  tax  payable  by  units  in  the  middle 
or  lower  income  brackets.   Compensating  rate  decreases  can  effect  lower  tax  burdens 
for  all  such  units  if  other  parts  of  the  tax  system  are  reformed  so  as  to  make  more 
comprehensive  the  tax  base;  so  as  to  ensure  more  appropriate  vertical  differentials 
between  income  brackets;  and  to  prevent  and  withdraw  tax  preferences  now  available 
to  certain  groups  in  the  community.   In  that  regard  it  should  be  recalled  that 
although  the  Carter  Commission  recommended  adoption  of  the  family  as  an  alternative 
tax  unit  to  the  individual  the  schedules  proposed  by  Carter,  which  generally  are 
higher  than  the  schedules  proposed  in  this  study,  would  still  have  resulted  in  lower 
marginal  rates  for  both  married  and  unmarried  individuals  than  those  then  existing 
in  the  system  and  almost  no  tax  increase  for  marital  units  with  incomes  of  less  than 
$40,000. 

Lastly,  with  reference  to  the  proposed  rate  schedule  one  should  note  that 
the  differential  in  effective  tax  rates  for  single  and  family  units  ranges  from  a  low 
of  2%  to  a  high  of  7%  along  the  scale.   Once  again,  those  differentials  are  arbritrary 
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and  indeed  there  probably  should  be  greater  differential  between  the  tax  payable 
on  identical  income  by  a  single  person  and  family  unit.   One  may  recall  that  as  a 
result  of  the  tax  reforms  of  1969  in  the  United  States  the  maximum  differential  was 
20%  reached  at  a  level  of  $20,000  of  taxable  income.   Generally,  in  the  United  States 
the  differential  ranges  from  17%  to  20%  in  favour  of  married  couples  with  incomes 
between  $14,000  and  $100,000.   There  is  much  to  be  said  for  increasing  the  differentials 
over  those  suggested  in  the  rate  schedule.   Once  again  budget  studies  to  assist  in 
that  process  would  be  of  immense  usefulness. 

Having  established  the  rate  schedule  one  must  still  treat  the  problem  of 
the  allowances  to  be  given  for  family  size  and  child  care  expenses.   To  do  so  it  is 
desirable  to  take  a  look  at  the  alternative  mechanisms  available,  their  strengths  and 
their  deficiencies.   However,  as  a  gross  generalization  it  may  be  said  that  so  long 
as  one  understands  the  impact  of  a  choice  of  mechanism  one  can  choose  any  of  the 
mechanisms  which  will  be  suggested  here  so  long  as  appropriate  compensations  are  made 
for  the  adverse  effects  of  that  choice.   For  example,  it  will  be  shown  that  provision 
of  a  tax  deduction  with  concurrent  adjustment  of  the  rate  schedule  can  in  all  cases 
achieve  exactly  the  same  result  as  a  tax  credit.   However,  in  order  to  achieve  the 
results  intended  by  the  provision  of  a  tax  credit  it  is  necessary  to  adjust  both  the 
amount  of  the  deduction  and  the  rate  schedule  which  is  a  process  of  greater  com- 
plication and  one  less  easy  to  keep  in  check. 

Non-discretionary  expenses  or  other  variations  in  circumstances  thought  to 
reduce  taxpaying  capacity  can  be  accounted  for  in  four  ways.   The  first  is  by  ad- 
justments to  the  rate  schedule,  the  second  by  deductions  in  computing  income,  the 
third  by  credits  against  tax  payable  and  the  fourth  by  zero  rate  brackets.   Rate 
reductions  have  been  discussed  throughout  this  study.   Obviously  the  raising  or 
lowering  of  the  percentage  to  be  extracted  in  any  bracket  will  affect  the  tax  on 
income  within  that  bracket.   Furthermore,  adjustment  of  the  width  of  the  bracket  i.e. 
the  amount  of  income  against  which  a  particular  marginal  rate  will  apply, will  also 
affect  the  tax  extraction.   Zero  rate  brackets  are  the  equivalent  of  a  positive 
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tax  credit  valued  at  the  marginal  rate  which  otherwise  would  have  applied. 

For  the  most  part  the  Canadian  system  has  traditionally  taken  advantage  of 
universal  deductions  to  account  for  desired  allowances.   Thus,  as  will  be  seen  in 
the  next  chapter  of  this  study,  dependency  and  family  size  are  accounted  for  by 
allowing  a  deduction  from  income  in  determining  taxable  income  against  which  the 
rate  is  then  applied.   These  deductions  are  merely  arbitrarily  stipulated  fixed 
monetary  amounts  which  a  taixpayer  may  subtract  from  his  income  in  order  to  arrive 
at  the  net  amount  on  which  the  rate  is  levied.   Generally  they  are  deductible  in 
full  by  all  taxpayers  regardless  of  the  level  of  income. 

However,  there  is  no  need  for  a  deduction  to  be  applied  universally  if 
one  does  not  see  it  as  beneficial.   For  example,  the  amount  of  a  deduction  might 
decrease  with  increasing  income.   This  has  been  called  the  vanishing  exemption  and 
has  much  to  be  said  for  it  in  terms  of  combating  the  inherent  bias  of  a  deduction 
in  favour  of  upper  income  taxpayers.   Thus,  for  example,  one  might  allow  a  deduction 
of  $1,000  in  recognition  of  marital  status,  decreasing  at  the  rate  of  $1.00  for 
every  $10.00  of  unit  income.   The  theory  would  be  to  mitigate  the  value  of  the 
deduction  as  unit  income  increases.   It  is  also  a  half-way  point  between 
acceptance  of  the  proposition  that  incremental  income  is  totally  discretionary 
above  a  certain  level  and  the  position  that  obligations  increase  with  income  in 
terms  of  community  expectation  which  requires  an  increasing  value  for  the  deduction 
to  be  given  as  income  increases.   At  some  point  the  former  position  would  be 
taken  by  the  vanishing  exemption  but  its  rate  of  development  in  the  system  is  gradual. 

The  concept  of  a  vanishing  exemption  or  deduction  also  can  be  used 
to  reduce  the  amount  of  a  deduction  by  some  fraction  of  the  income  earned  by 
the  person  on  whose  behalf  that  deduction  is  originally  given.   This  is  the  case 
with  the  marital  exemption  and  dependency  exemption  in  the  current  tax  system. 
Such  deductions  also  avoid  the  unfairness  of  simply  setting  an  income  level  at 
which  a  deduction  will  cut  off.   For  example  assume  one  wished  to  give  a  deduction 
for  marital  status  of  $1,000,  but  only  to  the  extent  that  a  wife  did  not  have 
income  in  excess  of  $1,000.   Without  some  type  of  vanishing  deduction  an  inequity 
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would  result  in  that  a  spouse  with  $1,001  of  income  would  have  no  benefit  at  all 
while  a  spouse  with  $999  would  have  full  benefit.   The  vanishing  exemption  relieves 
this  problem  by  phasing  out  the  value  of  the  deduction  over  income. 

Universal  exemptions  or  deductions  have  been  said      to  perform  at  least 
three  distinct  functions,  i.e.: 

1.  To  exclude  from  the  tax  base  entirely  the  earnings  of  the 
lowest  strata  of  income  recipients; 

2.  To  provide  a  factor  of  graduation,  especially  important  for 

the  income  class  associated  with  the  first  bracket  in  the  scale; 

3.  To  differentiate  between  families  according  to  the  number  of 
dependents  and  to  provide  special  concessions  to  the  elderly 
and  disabled. 

On  the  plus  side  there  may  be  some  psychological  satisfaction  attaching  to  a 
deduction  that  the  taxpayer  will  not  consciously  enjoy  if  rate  variations  are  sub- 
stituted.  It  may  seem  somehow  more  beneficial  to  be  allowed  a  deduction  of  $1,000 
than  to  be  told,  and  probably  soon  forget,  that  the  rates  in  one's  bracket  are  1% 
lower  than  they  would  have  been  if  personal  circumstances  were  not  taken  into  account. 
On  the  other  hand,  others,  like  the  Carter  Commission,  have  argued  that  lower  mar- 
ginal rates  or  at  least  a  maximum  marginal  rate  is  to  be  desired  above  all  else. 

As  has  been  indicated  however  universal  deductions,  like  per  capita  plans, 
suffer  from  a  single  outstanding  and  telling  defect.   Because  in  a  progressive  system 
the  marginal  rates  of  tax  are  graduated  to  increase  as  income  increases  a  universal 
deduction,  or  rather  a  fixed  monetary  deduction,  is  worth  far  more  in  dollar  terms 
(although  not  in  percentage  terms)  to  upper  bracket  taxpayers  than  to  those  in  lower 
income  brackets.   Put  another  way,  the  revenue  drain  is  highest  at  the  income  levels 
which  least  need  it.   For  example,  a  $1,000  deduction  in  recognition  of  marital 
status  would  be  worth  $100  to  a  taxpayer  with  a  high  marginal  tax  bracket  of  10%,  but 
$800  to  a  taxpayer  in  a  high  marginal  tax  bracket  of  80%.   This  results  in  two 
distinct  inequities.   The  first  is  that,  relatively,  the  value  of  the  deduction  is 


-  196  - 
highest  to  a  taxpayer  already  more  affluent.   Secondly,  the  use  of  the  deduction 
with  its  implicit  bias  for  high  income  taxpayers  prevents  the  channeling  of  further 
funds  to  low  income  taxpayers.   For  example,  assume  that  the  government  were  prepared 
to  allow  $10,000,000  to  be  spread  amongst  the  taxpaying  populace  in  recognition  of 
family  size.   Assume  further  that  there  are  100,000  taxpayers  who  may  benefit  from 
the  reductions  because  their  familial  size  circumstances  fit  the  pattern.   Assume 
further  that  half  of  those  families  have  marginal  tax  brackets  of  10%  and  the  other 
half  have  marginal  tax  brackets  of  50%.   If  the  $10,000,000  were  simply  spread  amongst 
the  100,000  families  by  way  of  direct  transfer  payments  or  through  a  credit  system 
each  family  would  receive  $100.   However,  if  a  deduction  is  provided  in  the  income 
tax  system  in  order  to  effect  that  distribution  the  amount  of  the  deduction  avail- 
able to  each  family  will  be  $333.   But,  the  value  of  that  deduction  of  $333   to  those 
taxpayers  having  a  marginal  rate  of  10%  will  be  $33.00,  while  the  value  to  those 
having  a  marginal  rate  of  50%  will  be  $166.50.   Therefore,  of  the  $10,000,000 
available  $8,325,000  will  apply  to  the  benefit  of  taxpayers  in  the  50%  bracket  and 
only  $1,665,000  will  apply  to  the  benefit  of  taxpayers  in  the  10%  bracket.   Universal  rat' 

adjustments  (i.e.  reducing  all  rates  by  equivalent  amounts)  suffer  from  the  same 

I 
defect.  I 

The  tax  credit  on  the  other  hand,  as  illustrated  in  the  foregoing  example, 

provides  a  fixed  dollar  allowance  which  is  subtracted  from  tax  payable  rather  than 

from  income  in  order  to  achieve  its  results.   Thus,  it  limits  the  value  of  the 

exemption  to  the  same  dollar  amount  for  all  taxpayers  and  thereby  overcomes  the 

defect  of  the  universal  deduction  in  a  progressive  system.   Furthermore,  it  allows 

income  to  be  channeled  to  lower  income  groups  on  at  least  an  equivalent  basis  to 

upper  income  groups.   Thus,  in  the  foregoing  example,  of  the  $10,000,000  available 

given  a  tax  credit  of  $100,  $5,000,000  would  reach  each  of  the  income  groups.   If 

further  relief  were  desirable  for  the  lower  rather  than  the  higher  incoem  groups  the 

tax  credit,  like  the  deduction,  can  be  made  to  vanish  so  that  it  would  not  be 

available  to  the  same  extent  in  the  upper  income  group  as  the  lower  income  group 

and  therefore  a  disproportionate  amount  of  the  programme  available  could  apply 
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to  the  lower  income  group  rather  than  the  higher  income  group. 

In  the  post-White  Paper  debate  the  Federal  Department  of  Finance  came  out 
opposed  to  tax  credits  on  the  ground  that  while  they  increase  progressivity ,  the 
increased  progressivity  applies  only  to  those  who  receive  the  credit,  and  most  of 
them  will  receive  less  than  adequate  relief  relative  to  other  taxpayers  in  the  same 
economic  circumstances.       The  primary  conclusion  reached  by  the  Department  was 
that  both  tax  credits  and  exemptions  are  methods  by  which  a  taxpayer  can  be  excused 
from  tax  on  a  specified  amount  of  income  and  that  with  respect  to  every  tax  credit 
there  is  available  an  exemption  and  rate  structure  which  will  impose  exactly  the 
same  tax  on  each  taxpayer.   With  that  conclusion  there  can  be  no  quarrel.   However, 
an  increase  in  an  exemption  without  a  corresponding  rate  change  will  inevitably 
benefit  most  those  who  require  it  least.   Therefore,  if  one  could  be  assured  that 
deductions  and  rate  changes  would  always  be  concurrent  one  could  be  satisfied.   How- 
ever, one  must  remain  very  cynical  of  the  inevitability  of  concurrent  changes  part- 
icularly given  the  indexing  system  presently  extant  in  Canada  which  increases  both 
the  widths  of  the  tax  brackets  and  the  amount  of  deduction  available  according  to 
increases  in  the  cost  of  living  index  each  year.   To  the  extent  that   the  amount  of 
deductions  is  increased  without  corresponding  rate  changes  the  benefits  are  directed 
more  to  upper  than  to  lower  income  taxpayers. 

The  other  proposition  advanced  by  the  Department  of  Finance  is  more  difficult 
to  deal  with.   However,  it  can  be  answered  in  two  ways.   The  first  is  that  the  depart- 
ment's argument  seems  to  concern  itself  with  the  question  of  how  much  income  is 
exempted  from  tax  as  opposed  to  the  amount  of  actual  dollar  relief  received  by  those 
entitled  to  take  the  credit.   Certainly,  the  question  of  how  much  income  is  exempted 
is  not  the  relevant  question.   The  twin  questions  of  import  are  the  dollars  saved 
by  a  tax  unit  and  the  amount  of  the  relief  being  channelled  to  those  in  lower  income 
groups  who  require  it  more.   To  the  extent  therefore  that  allowances  are  to  be  made 

for  reduced  taxpaying  capacity  (other  than  in  the  profit  model)  the  tax  credit  will 

(110) 
be  more  effective. 
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The  second  answer  is  that  to  the  extent  one  considers  the  allowance  to  be 
in  the  nature  of  a  reduction  in  the  "profit"  from  activity  producing  income  which 
is  being  taxed  then  it  may  well  be  that  deductions  are  more  appropriate  than  credits. 
A  credit  of  arbritiiary  amount  will  not  necessarily  allow  a  full  deduction  for  the 
amount  of  expense  incurred  in  having  earned  the  income  and  may  thereby  distort  the 
computation  of  the  profit  from  the  activity.   Thereby  taxpayers  will  receive  relief 
less  adequate  than  it  should  be  relative  to  other  taxpayers  in  the  same  economic 
circumstances  but  not  entitled  to  the  allowance.   For  example  assume  a  working  mother 
incurs  $1,000  of  additional  expense  for  child  care.   Further  assume  that  recognition 
of  those  additional  expenditures  is  desirable  in  the  system.   Then  her  income  from 
employment  should  be  reduced  by  $1,000  so  as  to  put  her  in  the  equivalent  position 
to  a  taxpayer  who  has  not  had  to  incur  such  expenses  and  has  earned  $1,000  less  of 
income.   In  other  words,  the  net  profit  of  each  taxpayer  from  labour  is  $9,000.   The 
provision  of  a  deduction  of  $1,000  to  the  working  mother  will  benefit  her  at  her 
highest  marginal  rates  as  would  the  deduction  of  any  expenditure  laid  out  in  the 
income  earning  process.   If  a  tax  credit  were  allowed  the  effects  of  which  (in  order 
to  allow  equivalent  benefits  to  lower  income  taxpayers)  was  to  exempt  less  than  $1,000 
of  income,  then  the  working  mother  relative  to  the  working  non-mother  would  not  have 
been  adequately  compensated.   Therefore,  at  the  theoretical  level  one  could  argue, 
as  the  Department  of  Finance  has,  that  tax  credits  for  such  expenses  are  inappropriate. 
However,  the  Department  has  taken  the  argument  a  step  further  and  has  included  not 
only  those  types  of  expenditures  which  one  would  take  into  account  in  determining 
profit  but  also  more  intangible  reductions  in  ability  to  pay  through  family  size 
and  so  on. 

It  is  open  to  the  framer  of  tax  policy  to  go  either  way.   It  would  be  a 
legitimate  exercise  of  discretion  to  use  a  tax  credit  to  provide  recognition  for 
child  care  expenses  of  working  mothers  so  long  as  it  was  one's  objective  to  give 
lower  income  taxpayers  perhaps  a  greater  benefit  than  they  are  entitled  to  on  a 
"profit"  basis,  thereby  decreasing  the  benefit  available  to  upper  income  taxpayers. 
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In  other  words,  if  a  fixed  number  of  dollars  for  the  program  of  allowance  is  set 
then  the  distribution  of  those  dollars  may  flow  to  lower  income  taxpayers  at  the 
behest  of  the  government  by  the  use  of  the  tax  credit  system.   However,  if  there  is 
not  a  set  limit  on  the  funds  available  for  recognition  of  child  care  expenses,  for 
example,  and  if  the  objective  is  to  recognize  those  expenses  in  terms  of  "profit" 
by  ensuring  that  taxpayers  who  incur  such  expenses  receive  full  benefit  for  them 
relative  to  other  taxpayers  in  the  same  circumstances  who  do  not  incur  such  expenses 
then  the  tax  system  should  allow  a  deduction  and  not  a  credit.   For  the  purposes  of 
this  study  the  writer  adopts  the  latter  view,  insofar  as  child  care  expenses  are 
involved,  but  for  all  other  allowances  the  writer  is  of  the  view  that  tax  credits 
are  preferable.   In  fact,  the  writer  would  support  very  strongly  a  system  of  tax 
credits  which  vanished  as  the  income  of  the  unit  increased  (but  not  tied  to  increases 
in  income  of  any  particular  member  of  the  unit  since  such  reductions  involve  barriers 
to  entry  into  the  labour  force) . 

Earlier  in  this  study  various  suggestions  were  made  to  take  account  of  differen 
circumstances  through  the  use  of  credits  or  vanishing  credits.   It  is  suggested 
that  allowances  may  be  granted  for  family  size  (on  a  diminishing  basis  for  each 
successive  child  and  on  a  diminishing  basis  with  increasing  income  of  the  unit) ; 
earned  income  of  those  memebrs  of  the  unit  earning  less  than  the  major  earner  in 
the  unit  (depending  on  the  amount  of  income  splitting  built  into  the  rate  schedule 
itself);  and  support  of  close  relatives.   The  quantum  of  such  allowances  should  be 
set  on  the  basis  of  better  empirical  evidence  than  is  now  available  and  which  would 
involve  analysis  of  budgets  at  different  income  levels  amongst  families  of  different 
circumstances  and  size.   Further  credits  may  be  desirable  for  post-secondary 
education  of  dependent  children  and  for  equalization  of  regional  economic  disparity. 

The  writer  makes.no  comment  on  either  except  to  bring  them  to  the  attention  of  the 

.   .    (Ill) 
Commission. 

One  last  comment  is  required  with  regard  to  tax  credits.   Traditionally, 

such  credits,  like  deductions,  have  been  available  only  in  the  event  that  a  taxpayer 
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had  sufficient  income  or  tax  to  use  them.   Taxpayers  who  had  no  income  received  no 
relief  and  taxpayers  who  had  insufficient  income  received  only  a  portion  of  the 
benefit,  the  rest  not  being  refundable.   It  is  the  writer's  view  that  it  would  be 
preferable  to  set  the  quantum  of  tax  credits  taking  into  account  that  they  would  be 
universally  distributed  even  to  those  units  with  no  or  insufficient  income  to  use 
them.   Plans  along  these  lines  have  recently  been  developed  at  the  provincial  level 
and  use  the  federal  income  tax  return  as  the  vehicle  for  distribution.   Both  in 
Ontario  and  Manitoba  tax  credit  plans  to  relieve  part  of  the  burden  of  provincial 
property  taxes  and  cost  of  living  increases  are  in  force.   In  Manitoba,  for  example, 
in  1974  all  individuals  resident  in  Manitoba,  except  persons  under  the  age  of  16 
and  persons  claimed  as  a  dependent  by  another  individual,  were  entitled  to  a  cost  of 
living  tax  credit  which  was  available  both  to  those  taxpayers  who  had  and  those  who 
did  not  have  income.   The  credit  was  set  at  2%  of  the  total  personal  exemptions 
available  under  the  federal  Income  Tax  Act,  from  which  the  taxpayer  deducted  1%  of 
his  taxable  income.   For  a  single  individual  under  the  age  of  65  and  without  other 
dependents  the  total  personal  exemptions  available  federally  in  1974  amounted  to 
$1,706.   The  maximum  credit  available  therefore  was  $34.12  which  gradually  diminished 
until  one  had  earned  taxable  income  (as  defined  in  the  federal  Income  Tax  Act)  of 
$3,412,  beyond  which  point  no  further  benefit  was  received.   This  is  a  vanishing  credit 
of  the  form  referred  to  above.   The  effect  was  to  allow  the  credit  of  $34.12  to  be 
obtained  by  a  person  with  no  taxable  income  simply  by  filing  the  income  tax  return 
indicating  no  taxable  income.   In  a  sense  this  might  be  referred  to  as  an  example  of 
"negative  income  tax". 

It  is  the  writer's  view  that  child  care  expenses  should  be  recognized  by 
appropriate  tax  deductions  for  the  reasons  foregoing.   Furthermore,  if  the  rate 
schedule  allows  income  splitting  to  a  reasonable  level  (as  is  the  case  with  the 
hypothetical  schedule  provided  earlier  in  this  study)  then  there  is  no  need  to 
recognize  further  earned  income  credits  for  lower  earning  members  of  tax  units.   If 
it  was  found  desirable  to  do  so,  however,  a  tax  credit  equal  to  the  additional  tax 
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imposed  by  aggregation  should  be  allowed.   In  the  context  of  the  nuclear  family  it 

is  the  writer's  view  that  the  only  tax  credit  which  should  be  allowed  would  recognize 

dependent  children  who  are  part  of  the  tax  unit.   A  credit  might  be  in  the  order  of 

$150  for  the  first  child  and  $100  for  each  successive  child,  both  credits  being  reduced 

by  $1.00  for  every  $100  of  income  in  excess  of  $30,000  of  unit  income.   These  are 

purely  arbritrary  figures  which  have  not  taken  into  account  the  revenue  impact  and 

which  are  suggested  only  for  illustrative  purposes. 

Since  the  study  has  not  and  indeed  cannot  be  exact  in  the  determination  of 

the  revenue  impact  of  the  suggestions  made  herein  or  of  the  exact  form  that  the 

system  proposed  by  the  Commission  will  take  (if  it  makes  such  a  proposal)  it  would 

perhaps  be  desirable  to  establish  a  system  of  priorities  for  tax  increases  on 

reductions.   The  Carter  Commission,  in  a  similar  attempt,  set  forth  its  priorities 

as  follows: 

"We  recommend  that  in  determining  the  method  of  implementing  any 
future  tax  reductions,  consideration  should  be  given  to  the 
objectives  which  we  have  not  been  able  to  achieve  fully  because 
of  the  necessity  to  maintain  present  revenues.   Any  combination 
of  the  following  changes  would  assist  in  the  realization  of  one 
or  more  of  these  objectives: 

a)  reducing  all  marginal  Income  tax  rates  proportionately. 

b)  reducing  further  the  marginal  income  tax  rates  levied  at 
middle  income  brackets. 

c)  reducing  marginal  income  tax  rates  by  varying  amounts  to 
make  them  more  fully  in  accord  with  our  ability  to  pay 
principles, 

d)  providing  additional  tax  credits  for  individuals  and  families 
to  counter  the  regressiveness  of  sales  and  property  taxes 
levied  at  all  levels  of  government. 

e)  reducing  the  federal  sales  tax  rate. 

The  first  two  would  have  the  most  favourable  economic  affect,  while 
the  last  three  would  improve  the  equity  of  the  system."  (112) 

In  the  writer's  view  the  priority  in  the  event  of  an  increase  in  tax  revenues 

occasioned  by  reform  of  the  system  should  be  directed  to  the  largest  extent  possible 

to  taxpayers  in  income  brackets  less  than  $15,000  for  families  and  just  short  of  that 

(Next  Page  is  203) 
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for  individuals.   Secondly,  the  tax  rates  payable  by  taxpayers  in  the  middle  classes 
from  say  $15,000  to  $30,000  should  be  reduced  or  at  least  be  made  to  be  not  greater 
than  present  burdens.   The  writer  prefers  tax  reductions  on  these  more  specific 
bases  rather  than  universally  across  the  income  scale  since  those  in  more  affluent 
brackets  require  such  reductions  least.   Furthermore,  in  terms  of  economic  stimula- 
tion one  would  think  that  these  same  effects  can  be  achieved  by  injecting  additional 
funds  into  the  accounts  of  lower  income  taxpayers  as  by  distributing  those  funds  both 
to  low  and  high  income  taxpayers. 

In  the  event  that  tax  revenues  were  decreased  by  the  reforms  here  then 
it  is  the  writer's  view  that  those  revenues  should  be  compensated  for  first,  by 
making  more  comprehensive  the  tax  base  (for  instance  including  the  presently  untaxed 
half  of  capital  gains);  equally  by  removing  preferences  for  special  interest  groups 
present  in  the  system  (e.g.  beneficial  treatment  of  resource  industries);  thirdly, 
by  rate  adjustments  in  upper  income  brackets;  and  lastly,  the  recognition  of  dependent 
children  through  tax  credits  could  be  reduced  in  quantum  if  necessary.   Notwithstanding 
the  arguments  earlier  presented  such  credits  most  closely  approximate  discretionary 
consumption  on  the  part  of  taxpayers  and  therefore  are  to  be  considered  less  inviolate 
than  other  reliefs  in  the  system. 

The  next  chapter  of  this  study  will  investigate  the  highlights  of  the  system 
presently  in  force  in  Canada  together  with  recommendations  for  change  based  on  the 
principles  and  models  developed  in  this  chapter. 
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32.  Section  109(1) (d).   These  amounts  and  the  others  here  mentioned  are  also 
subject  to  indexing,  see  infra  Chapter  4.   The  lower  deduction  is  provided 
for  children  under  16  years  of  age.   The  larger  deduction  is  for  children 
16  or  over. 

33.  For  1974  indexing  raised  the  deductions  to  $320  and  $586  respectively;  the 
maximum  free  earning  to  $1,160  and  $1,220  respectively ^  and  the  point  at 
which  the  deduction  is  completely  lost,  to  $1,806  in  both  cases. 

34.  Volume  3,  Pages  118-9. 

35.  Id. ,  Page  193. 

36.  See,  infra. 

37.  A  more  detailed  treatment  follows  in  this  study.   For,  a  comprehensive  review 
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of  the  format  and  problems  of  each  approach  see  Douglas  Y.  Thorson,  An  Analysis 
of  the  Sources  of  Continued  Controversy  Over  the  Tax  Treatment  of  Family  Income, 
National  Tax  Journal,  Volume  18,  No.  2,  Page  113  (1965).   Also,  see  G.P.  Marshall 
and  A.J.  Walsh,  Marital  Status  and  Variations  in  Income  Tax  Burdens,  (1970) 
British  Tax  Review,  Page  236. 

38.  D.T.  Smith,  Remarks  to  the  Canadian  Tax  Foundation  Convention,  Report  of  the 
1967  (April)  Conference,  Page  32.   Also,  see  D.T.  Smith,  Federal  Tax  Reform, 
Page  44,  (1961)  where  he  deplores  compulsory  aggregation  as  "inequitable, 
immoral  and  anti-social". 

39.  Supra,  Chapter  2,  Note  5,  Page  605. 

40.  At  Page  29. 

41.  Smith,  Supra  Note  38. 

42.  Pechman,  Income  Splitting,  Tax  Revision  Compendium,  1959,  Volume  1. 

43.  Report,  Volume  3,  Pages  227-9. 

44.  See  for  instance  Simons,  Supra  Note  9,  at  Pages  140-141  and  Groves,  Supra 
Note  11,  at  Page  106. 

45.  Supra,  Note  29,  at  Page  975. 

46.  See  Groves,  Supra  Note  18,  at  Page  76.   Also,  reference  may  be  had  to  Family 
Expenditure  in  Canada,  Volume  1,  1969,  Statistics  Canada,  particularly  Table  1. 
Those  statistics  support  the  concensus  as  stated  in  the  text  of  this  study. 

47.  Report,  Volume  3,  Page  201. 

48.  The  current  provision  is  contained  in  Section  8(1) (a)  of  the  Act.   A  deduction 
is  allowed,  in  computing  employment  income,  equal  to  the  lesser  of  $150  and 

3%  of  the  aggregate  of  a  taxpayer's  income  from  employment,  adult  training  allowance 

and  certain  amounts  of  scholarships  and  bursaries.   See,  infra  Chapter  4. 

49.  ~  Indeed,  in  the  preparation  of  an  unpublished  LL.M.  thesis  at  Harvard  University 

in  1971,  the  writer  reached  the  conclusion  that  the  marital,  but  not  the  family, 
unit  should  be  adopted  in  addition  to  the  individual. 

50.  Supra,  Note  38. 

51.  Supra,  Chapter  2,  Note  62  and  accompanying  text. 

52.  For  the  problems  see  Carter  Report,  Volume  3,  Page  126. 
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53.  For  the  views  of  the  Carter  Commission  see  its  Report,  Volume  3,  Page  142. 

54.  R.S.M.  1970,  C.  294,  s.6. 

55.  For  example,  see  S.l  (ff)  of  the  Manitoba  Succession  Duty  Act,  S.M.  1972, 
C.  S215. 

56.  Section  121  of  the  Act. 

57.  Section  110.1  of  the  Act. 

58.  Report,  Volume  3,  Page  126. 

59.  Terra  Nova  Properties  v.  M.N.R.  1967  C.T.C.  82;  67  D.T.C.  5^64. 

60.  Report,  Volume  3,  Page  127. 

61.  The  following  discussion,  for  convenience,  assumes  that  capital  gains  and 
losses  should  be  fully  included  or  fully  deductible  in  computing  income, as 
the  case  may  be. 

62.  Supra,  Chapter  2,  Note  48  and  accompanying  text. 

63.  The  Carter  proposal  was  to  age  21,  but  the  age  of  majority  has  since  been 
changed. 

64.  Supra,  Chapter  2,  Note  48  and  accompanying  text. 

65.  Its  Report  details  the  concept  in  Volume  3,  Pages  259-260  and  272-273. 

66.  These  terms  are  intended  to  include  recapture  of  capital  cost  allowances 
and  terminal  loss  on  depreciable  property  and  gains  and  losses  on  non- 
capital property. 

67.  Including  inheritances. 

68.  Section  69(1)  (c)  of  the  Act. 

69.  e.g.  See  The  White  Paper  on  Tax  Reform,  Page  42,  Paragraph  3.42. 

70.  For  a  definition  of  "disposition"  see  Sections  54(c)  and  (h)  of  the  Act. 

71.  The  Carter  Commission  suggested  a  lifetime  exemption  of  $5,000  for  property 
withdrawn.  The  proposal  here  obviates  the  need  for  such  an  exemption  though 
it  might  be  allowed  in  addition  if  it  were  thought  desirable  to  allow  a 
child  to  withdraw  a  minimum  amount  of  property  from  the  family  unit  regardless 
of  his  prior  contribution  to  that  unit. 
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72.  See,  infra,  the  illustrations  of  Chapter  4. 

73.  Groves,  Supra  Note  18,  Page  43. 

74.  E.E.  LeMasters,  Modern  Courtship  and  Marriage  (New  York:  MacMillan,  1957), 
Page  466. 

75.  Table  81,  1971  Census  of  Canada  -  Families,  Incomes  of  Families,  Family 
Heads  and  Non-Family  Persons  -  March  1975,  Statistics  Canada. 

76.  Report,  Volume  3,  page  123. 

77.  Supra,  Chapter  2,  Note  2.   But  see  the  discussion  following  in  Chapter  4. 

78.  Groves,  Supra,  Note  11,  at  Page  104. 

79.  See,  D.Y.  Timbrell,  Carter  Report;  Taxing  the  Family  Unit,  Canadian  Chartered 
Accountant,  Volume  91,  No.  3  (Sept.  1967);  Also,  R.D.  Brown,  Report  of  the 
}.967  (November)  Conference  of  the  Canadian  Tax  Foundation,  at  Page  116. 

80.  Submission  of  the  Institute  to  the  House  of  Commons  Standing  Committee  on 
Finance,  Trade  and  Economic  Affairs  Respecting  the  VJhite  Paper  on  Tax  Reform, 
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81.  Supra,  Chapter  1,  Note  8,  Paragraph  123. 

82.  Supra,  Chapter  2,  Note  31  and  accompanying  text. 

83.  Supra,  Chapter  2,  Note  63  and  accompanying  text. 

84.  See  for  instance  the  Carter  Report,  Volume  3,  Page  131. 

85.  Supra,  Note  81. 
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87.  Groves,  Supra  Note  11,  at  Page  109;  Mockler,  Supra,  Chapter  2,  Note  7,  at 
Page  44;  Brown,  Supra  Note  79,  at  Page  116;  Sander,  Rfpnrt  nf  the  1967  (April') 
Conference,  Canadian  Tax  Foundation,  Page  21. 
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89.  Report,  Volume  3,  Page  78. 

90.  Report,  Volume  3,  Pages  162-3. 
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Revision  Compendium  Volume  3,  Committee  on  Ways  and  Means,  House  of 
Representatives,  Congress  of  the  United  States,  <i2A7-2248. 

92.  Thomas  H.  Sanders,  Effects  of  Taxation  on  Executives,  Harvard  University,  1951. 

93.  Canadian  Tax  Journal,  Volume  17,  Page  211  (1969). 

94.  Supra,  Note  88. 

95.  Supra,  Note  21. 

96.  Income  Distributions  by  Size  in  Canada,  1972,  Statistics  Canada,  Table  38, 
Percentage  Distribution  of  Individuals  by  Income  Groups,  Age  and  Sex,  1972. 

97.  Id. ,  Page  7. 

98.  Morgan,  David,  Cohen  and  Brazer,  Income  and  Welfare  in  the  United  States, 
1962,  Page  140. 

99.  Essays  in  Taxation,  Canadian  Tax  Papers,  No.  44,  Canadian  Tax  Foundation, 
Page  27. 

100.  See,  Thorson,  Supra  Note  37,  for  a  full  discussion  of  this  format. 

101.  Supra,  Note  37,  at  Pages  243-4.   The  footnotes  from  the  original  are  here 
omitted. 

102.  See  Mockler,  Supra  Chapter  2,  Note  7,  Page  137  which  quotes  from  Stern, 
The  Great  Treasury  Raid. 

103.  Comparison  of  Personal  and  Taxable  Income;  Federal  Tax  Policy  for  Economic 
Growth  and  Stability,  Joint  Committee  on  the  Economic  Report,  1955,  Page  334. 
Also,  see  Vickery,  Agenda  for  Progressive  Taxation,  New  York,  Ronald  Press 
Co.,  1947;  and,  Pechman,  Income  Splitting,  Tax  Revision  Compendium,  1959, 
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105  .      The  statistics  referred  to  were  entitled  "Distribution  of  Families  and  of 

their  Total  Income,  Transfer  Payment,  Received  and  Income  taxes  Paid  by 
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106.      See  Chapter  4,  infra. 
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107.  Another  means  of  accomplishing  a  similar  result  is  to  employ  a  "notch" 
provision.   See,  for  instance,  Section  117(7)  of  the  Act. 

108.  Lawrence  H.  Seltzer,  The  Place  of  the  Personal  Exemptions  in  the  Present 
Day  Income  Tax,  Committee  on  Ways  and  Means,  Tax  Revision  Compendium,  1959, 
Volume  1,  pages  508-509. 

109.  Tax  Credits:  Should  They  Replace  Personal  Exemptions  and  Deductions?  Depart- 
mental paper  submitted  to  the  House  of  Commons  Committee  on  Finance,  Trade 
and  Economic  Affairs,  March  6,  1970.   The  paper  contains  many  useful 
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110.  See  Bossons,  The  Impact  of  Tax  Rates  on  the  Effect  of  Tax  Reform,  Report  of 
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CHAPTER  4 
THE  PRESENT  CANADIAN  FEDERAL  TAX  SYSTEM  -  AN  EVALUATION 

In  order  to  put  the  foregoing  discussion  into  perspective  as  a  useful 
exercise  for  this  Commission  it  is  now  necessary  to  evaluate  the  present 
Canadian  system  in  light  of  the  comments,  criteria  and  models  set  forth  in  the 
earlier  material. 

It  is  proposed  to  deal  with  the  highlights  of  the  current  system  only 
insofar  as  they  are  directly  related  to  the  taxation  of  the  family.   There  are 
an  infinite  number  of  minor  details  and  provisions  which  could  be  expanded  upon 
but  without  significant  return.   The  study  will  rather  concentrate  on  an  exposi- 
tion of  those  matters  which  are  of  importance  in  the  current  system  and  would  be 
important  in  any  amended  system. 

The  chapter  will  proceed  along  six  major  paths.   The  first  will  be  an 
introduction  to  the  inter-relationship  of  federal  and  provincial  income  tax 
systems.   The  second  portion  will  deal  with  the  tax  base;  the  third  with  the  rate 
and  unit  structure;  the  fourth  with  tax  avoidance  schemes  and  the  responses  of  the 
system;  the  fifth  with  the  tax  treatment  of  alimony  and  maintenance  payments; 
and,  lastly,  some  miscellaneous  provisions  of  the  Act. 

PREFACE 

In  the  introduction  to  this  study  it  was  noted  that  the  federal  government 
does  not  occupy  the  personal  income  tax  field  alone.   The  provinces  also  levy 
personal  income  tax  as  part  of  their  fiscal  nets.   The  fiscal  arrangements 
between  the  federal  and  provincial  governments  are  such  that  while  all  provinces 
are  required  themselves  to  enact  legislation  levying  personal  and  corporation 
taxes  the  federal  government  will  act  as  the  collection  agency  for  income  taxes 
imposed  by  provinces  provided  that  the  tax  bases  of  the  provinces  are  identical 
with  that  of  the  federal  government.   With  the  exception  of  Ontario  and  Quebec  all 
provinces  have  accepted  that  agreement  on  its  terms.   Ontario  has  accepted  that 
agreement  for  personal  income  tax  but  not  for  corporation  income  tax  which  it 
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continues  to  collect  itself.   Quebec  levies  and  collects  its  ovm  personal  and 
corporate  income  tax  and  does  not  participate  in  the  collection  arrangements. 
The  Yukon  and  Northwest  Territories  are  not  included  in  the  federal/provincial 
fiscal  arrangements.   The  Northwest  Territories  do  not  levy  income  taxes  but  the 
federal  Act  provides  an  additional  tax  of  30%  of  the  tax  computed  for  federal 
pruposes  for  income  derived  by  persons  from  the  Northwest  Territories.   Indeed, 
that  provision  applies  an  additional  rate  of  30%  of  the  federal  tax  in  cir- 
cumstances where  Canadian  source  income  is  not  otherwise  taxed  in  a  province. 

In  Quebec  the  provincial  rate  schedule  ranges  from  10%  on  the  first 
$2,000  of  taxable  income  to  28%  on  taxable  income  in  excess  of  $60,000.   Single 
persons  earning  less  than  $2,600  and  married  persons  earing  less  than  $5,200 
are  exempt  from  provincial  personal  income  tax.   Because  of  the  provincial 
family  allowance  scheme,  personal  exemptions  for  dependent  children  17  years  of 

age  or  under  have  been  discontinued.   Quebec  does  not  index  its  tax  for  inflation 

(2) 
as  does  the  federal  government.   A  resident  of  Quebec  is  required  to  file  a 

separate  provincial  income  tax  return.   To  account  for  the  provincial  tax  the 

federal  sj'^stem  allows  Quebec  residents  an  abatement  of  24%  in  computing  the 

federal  levy. 

All  other  provinces  levy  a  provincial  income  tax  expressed  as  a  percentage 

of  the  basic  federal  tax.   For  1975  the  provincial  rates  were  as  follows: 

Newfoundland  40% 

Nova  Scotia  38.5% 

Prince  Edward  Island  36% 

New  Brunswick  41.5% 

Ontario  30.5% 

Manitoba  42.5% 

Saskatchewan  40% 

Alberta  36% 

British  Columbia  30.5% 
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As  was  indicated  earlier  in  this  study,  beginning  in  1972  Ontario  and 
Manitoba  began  to  allow  tax  credits  to  relieve  a  portion  of  the  municipal 
property  tax  against  personal  income  tax  liability  to  the  province.   The  scheme 
is  administered  by  the  federal  government  through  its  income  tax  system.   Manitoba 
in  1974  also  provided  a  cost  of  living  tax  credit  plan  also  administered  by  the 
federal  government.   In  1973  Alberta  introduced  a  system  of  education  property 

tax  credits  against  provincial  personal  income  tax  liability  for  people  who 

(3) 
rent  housing. 

Appendix  "F"  contains  a  series  of  Tables  reproduced  directly  from  the 

National  Finances,  An  Analysis  of  thp  Revenues  and  Expenditures  of  the  Government 


of  Canada,  1974-75,  published  by  the  Canadian  Tax  Foundation.   The  Tables,  which 
are  self-explanatory,  provide  a  wealth  of  information  relating  to  the  effects  of 
the  tax  system  and  its  relationship  to  the  federal  and  provincial  governments. 
The  federal  system  provides  a  tax  credit  for  all  individual  taxpayers, 

in  1975,  equal  to  the  greater  of  $200  and  either  8%  of  the  tax  otherwise  payable 

(4) 
federally  or  $500  which  ever  is  the  lesser.   Both  the  federal  government  and  all 

provinces  use  the  individual  as  the  unit  of  tax  liability. 


THE  TAX  BASE 

Much  could  be  said  in  an  evaluation  of  the  tax  base  currently  extant  in 
the  Canadian  personal  income  tax  system.  However,  the  subject  of  the  taxation 
of  gifts  and  inheritances  is  most  relevant  to  the  current  study.   In  that 
cotitext  one  might  observe,  however,  that  the  exclusion  of  one-half  of  capital 
gains  and  losses  from  taxation  is  difficult  to  defend  if  the  object  of  the  tax 
system  is  to  assess  its  tax  on  an  horizontally  equitable  basis  which  treats  income 
from  all  sources  equally.   Furthermore,  since  capital  gains  are  distantly  related 
to  gifts  and  inheritances  a  proposal  to  include  gifts  and  inheritances  in  the 
tax  base  should  also  make  the  concurrent  point  with  regard  to  the  excluded  half  of 
capital  gains  income. 
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Prior  to  1972  the  federal  government  levied  both  a  gift  tax  and  an 
estate  tax.   The  provinces  of  Ontario,  Quebec  and  British  Columbia  also  levied 
provincial  gift  and  succession  duties.   At  the  federal  level  gifts  and 
inheritances,  subject  to  exemption  levels,  were  subjected  to  a  graduated  rate 
schedule  which  took  into  account  the  cumulative  lifetime  gifting  and  successions 
of  an  individual's  property.   As  of  December  31st,  1971,  in  the  process  of  the 
substantial  reforms  that  took  place  at  that  time,  the  federal  government  vacated 
both  the  estate  and  gift  tax  field.   Three  reasons  were  given  for  the  repeal  of 
the  estate  and  gift  tax  legislation.   First  was  the  government's  view  that  it 
was  inequitable  to  impose  a  tax  on  death  on  accrued  capital  gains  at  the  same 
time  that  an  estate  tax  was  imposed.   Secondly,  from  the  federal  government's 
point  of  view  estate  taxes  were  relatively  unproductive  of  revenue  since  the 
provincial  governments  received  a  large  share  of  the  tax  yield  under  agreements 
then  in  effect  with  the  federal  government.   Thirdly,  at  that  time  two  of  the 
provinces.  Alberta  and  Saskatchewan,  were  rebating  their  share  of  the  yield  from 
estate  taxes  back  to  the  estates  of  the  deceased  individuals  and  therefore 
uniformity  federally  had  been  broken. 

The  abdication  of  the  field  by  the  federal  government  came  as  a  surprise 
to  virtually  all  observers  in  the  country.   That  was  particularly  so  since  in 
1969  the  estate  and  gift  tax  had  undergone  substantial  reform  including  the 
exemption  of  inter-spousal  transfers  of  property  and  the  integration  of  gifts  and 
estate  taxes  to  provide  for  a  cumulative  tax  on  the  lifetime  succession  of  property. 
The  aftermath  of  the  federal  government's  decision  to  leave  the  field  was 
predictable  in  that  emotions  ran  high.   Indeed,  the  taxation  of  wealth  is  a 
matter,  always,  of  the  most  heated  and  bitterly  contested  debate. 

It  is  the  writer's  view  that  the  abdication  of  the  gift  and  estate  tax 
by  the  federal  government  further  distorted  the  already  inequitable  Canadian 
tax  base  in  three  ways: 
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1.  The  historical  non-inclusion  of  gifts  and  successions  as 
ordinary  income  in  the  income  tax  system  was  thereby  perpetuated. 
Indeed,  Henry  Simons  earlier  had  argued  the  merits  of  including 
gifts  and  bequests  in  income  for  the  personal  income  tax  base  as 
well  as  retaining  some  form  of  gift  and  estate  tax  to  take  account 
of  large  gifts  and  bequests. 

2.  The  tax  burden  on  the  intra-family  succession  to  family  assets 
became  solely  dependant  on  the  province  of  residence  of  the  family 
members;  the  situs  of  the  family  assets;  and  the  province  in  which 
the  transaction  of  succession  was  deemed  to  take  place,  with  the 
result  that  Canadians  in  otherwise  identical  circumstances  bore 
very  different  tax  burdens  dependant  on  those  factors. 

3.  The  trend  which  had  been  established  by  the  federal  government,  in 
the  revisions  to  the  federal  gift  and  estate  tax  legislation  in 
1969,  towards  acceptance  of  the  husband  and  wife  as  a  unit  which 
allowed  tax  free  transfers  of  wealth  between  them  was  halted  for 
the  residents  of  some  provincial  jurisdictions  which,  as  will  be 
seen,  continue  to  impose  a  tax  on  inter-spousal  transfers. 

The  debate  at  a  theoretical  level  on  whether  or  not  to  include  gifts  and 
inheritances  in  the  income  tax  base  and  whether  to  levy  an  additional  or 
supplementary  wealth  tax  has  raged  for  years.   It  is  not  the  writer's  intention 
to  repeat  that  debate  here,  but  rather  to  deal  with  some  of  the  problems  in 
the  current  Canadian  fabric  created  by  the  non-inclusion  of  gifts  and  inheritances 
in  the  income  tax  base.   For  an  excellent  summary  of  the  historical  arguments 
involved  as  well  as  the  economic  and  legal  consideration  on  the  taxing  of 
personal  wealth  it  is  suggested  that  the  reader  look  at  The  Case  for  Taxing 
Personal  Wealth,  by  Richard  M.  Bird.^^^ 

In  a  more  restricted  economic,  political  and  social  context  it  may  be 
observed  that  the  abdication  of  the  field  by  the  federal  government  in  1971 
left  the  taxation  of  wealth  to  provincial  discretion.   The  federal  government 
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remained  in  that  field  only  to  the  extent  that  one  considers  the  taxation  of 
accrued  gains  on  capital  at  death  or  at  the  time  of  gift  to  be  the  taxation  of 
wealth.   A  strong  case  can  be  made  that,  far  from  being  a  tax  on  wealth,  the  taxation 
of  deemed  realizations  at  death  and  gift  of  accrued  capital  gains  simply  brings 
into  the  income  tax  base  the  unrealized  income  which  should  have  been  taxed  on 
an  annual  basis  as  it  accrued.   Even  at  that  the  current  system  only  taxes  one- 
half  of  the  accrued  capital  gain. 

It  is  the  writer's  view  that  the  case  for  the  taxation  of  gift  and 
inheritances  as  a  part  of  the  personal  income  tax  base  is  founded  on  three 
pillars: 

1.  That  to  the  recipient  of  a  gift  or  bequest  the  economic 
power  thereby  put  in  his  command  is  no  less  than  the 
economic  power  put  in  his  command  in  the  event  that  he  had 
earned  an  equivalent  amount  by  labour  or  capital  investment. 
Therefore,  both  logic  and  equity  dictate  that  he  should 

pay  no  less  an  income  tax  than  the  person  who  has  earned  an 
identical  amount  of  income  through  effort; 

2.  That  it  is  inequitable  to  allow  capital  to  be  omitted  in 
determining  the  ability  to  pay  of  a  taxpayer.   Obviously,  the 
taxpayer  who  has  income  of  $5,000  and  no  capital  has  less 
ability  to  pay  tax  than  the  taxpayer  who  has  income  of 
$5,000  and  $50,000  of  capital; 

3.  That  redistribution  of  wealth  in  order  to  allow  for  greater 
equality  of  economic  opportunity  for  the  populace  is  a  desirable 
objective  and  the  taxation  of  wealth  is  therefore  an  essential 
component  of  any  sound  redistributive  tendency. 

Normally,  opposition  to  the  taxation  of  gifts  and  inheritances  is  founded 
on  any  one  of  several  objections.   The  double  tax  effect  at  death  of  levying 
both  a  tax  on  accrued  appreciation  and  the  succession  is  often  contemplated. '''' 
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From  the  writer's  point  of  view  there  Is  little  logic  to  the  argument  since  the 
tax  on  accrued  gains  Is  levied  against  the  former  owner  of  the  property  to  take 
Into  account  omissions  In  his  tax  base  during  his  period  of  tenure  while  the  gift 
or  succession  tax,  as  Income,  should  be  levied  on  the  recipient  of  the  property 
to  realize  the  Increase  In  economic  power  resulting  from  his  receipt.   If  one 
views  the  donor  and  the  donee  as  a  single  unit  (e.g.  husband  and  wife  and/or 
dependent  children)  then  the  solution  to  the  argument  Is  to  allow  tax  free 
transfers  between  such  persons,  not  to  eliminate  this  form  of  taxation  from  the 
system.   Furthermore,  systems  such  as  those  described  In  the  preceding  chapter 
can  be  devised  to  avoid  the  difficulties  of  this  "double  tax".  If  It  is  found 
desirable  to  do  so. 

A  second  objection  often  heard  Is  that  to  Include  the  value  of  property 
passing  in  the  Income  or  other  tax  base  of  the  recipient  would  be  to  force  the 
breakup  of  family  businesses  and  farms,  large  and  small,  an  undesirable  effect. 
Leaving  aside  economic  arguments  which  may  compel  one  to  determine  that  it  is 
beneficial  to  cause  the  breakup  of  large  concentrations  of  wealth  and  the 
arguments  on  the  equity  of  such  action,  there  is  a  more  pragmatic  answer  to  the 
liquidity  problem.   If  it  is  thought  desirable  to  avoid  such  breakups  then  the 
system  can  have  as  integral  components  income  averaging  provisions  which 
allow  the  inclusion  of  income  from  such  sources  to  be  spread  over  a  tax  period 
longer  than  normal  and  therefore  to  have  the  tax  rates  on  inclusion  reduced.   At 
the  same  time  the  system  may  contain  provisions  allowing  for  the  long  term 
payment  of  the  tax  created  by  the  gift  or  succession  at  no  or  nominal  or 
realistic  rates  of  Interest.   Thus,  in  effect,  the  government  by  allowing  such 
repayment  provisions  can  be  viewed  as  a  lender,  at  interest.   In  the  economic 
marketplace  this  concept  Is  surely  the  norm.   To  commence  a  business  one  goes 
to  a  lender,  makes  a  small  down  payment  which  is  levered  by  borrowing  funds  from 
the  lender  at  Interest  and  the  debt  is  amortized  over  a  period  of  time.   In 
principle  there  is  no  reason  that  the  recipient  of  a  gift  or  the  legatee  of  a 
bequest  should  have  special  privilege  not  enjoyed  by  one  who  has  had  to  start 
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from  scratch  borrowing  the  funds.   Extended  payment  provisions  of  this  kind  are 
well-known  in  tax  statutes.   Usually  they  impose  a  time  period  for  payment  of 
between  one  and  ten  years  at  interest  rates  less  than  the  marketplace  then 
demands  with  indefinite  pa3nnent  provisions  available  in  the  event  of  hardship 
or  special  circumstance  being  demonstrated  to  the  appropriate  revenue 

/•ON 

authority. 

The  third  argument  often  presented  is  that  to  impose  taxes  on  wealth  is 
to  impose  a  double  tax  on  income  earned  by  the  donor  and  already  taxed  in  his 
hands.   This  argument  is  fallacious  for  several  reasons.   First,  the  tax  is 
imposed  not  on  the  donor  or  deceased  but  on  the  recipient  of  the  income  where 
the  tax  base  is  the  personal  income  tax.   Secondly,  the  donor  or  deceased  may 
himself  have  received  a  windfall  of  some  kind  out  of  which  the  gift  or  succession 
is  received  and  which  itself  in  the  first  instance  would  not  have  been  taxed. 
Thirdly,  if  a  taxpayer  earns  $1.00  on  which  he  pays  a  tax  and  he  then  takes  his 
after  tax  return  and  purchases  a  service  in  the  marketplace  from  someone  who  was 
a  stranger  to  him,  that  stranger  in  turn  will  include  the  payment  in  income  and 
pay  a  tax  and  so  on  down  the  line.   Can  one  argue  that  there  is  a  double  tax 
being  imposed  in  those  circumstances?   If  not,  why  should  the  stranger  pay  tax 
but  not  the  donee?   If  one  views  the  receipt  of  the  gift  of  bequest  as  an 
increase  in  economic  power  the  situations  of  the  stranger  and  the  donee  in  the 
hypothetical  are  identical. 

For  the  writer  the  essential  question  is  that  of  the  lack  of  tax  equity 
involved  in  distributing  the  tax  burden  without  taking  into  account  the  true  tax- 
paying  ability  of  the  citizenry.   The  writer  finds  favour  with  those  who 
propound  a  more  comprehensive  tax  base  or  in  the  crude,  but  widely  echoed, 
>  paraphase  of  the  Carter  Commission  in  its  definition  of  income,  "a  buck  is  a  buck 
is  a  buck".   The  essence  of  that  statement,  as  advocated  by  the  Commission, 
and  as  accepted  by  the  writer,  is  that  the  measurement  of  the  income  of  a  tax- 
payer should  be  determined  as  inclusively  as  possible  and  should  take  into  account 
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all  increases  in  the  total  economic  power  of  a  tax  unit  to  cotmnand  goods  and 
services  for  personal  use,  whether  the  power  is  exercised  or  not.   The  Carter 
Commission  specifically  would  have  Included  in  the  income  of  an  individual 
gifts  and  inheritances  (less  certain  nominal  exemptions)  on  the  theory  that  such 
receipts  increase  one's  economic  power  and  hence  one's  ability  to  pay  tax  just 
as  surely  as  does  the  receipt  of  income  from  employment,  business  or  property. 

Essentially,  however,  the  Canadian  tax  system  has  evolved  on  the  assump- 
tion that  an  individual  does  not  have  income  subject  to  taxation  unless  there 
is  a  taxable  source  for  that  income  stipulated  in  the  Income  Tax  Act.   Section 
3  of  the  Act,  in  effect,  defines  four  sources  of  income,  i.e.,  office, 
employment,  business  and  property.   Other  provisions  of  the  Income  Tax  Act 
specifically  include  within  the  tax  base  categories  of  receipts  which  would 
not  otherwise  fall  within  those  four  designated  sources.   These  additional 
amounts  are  found  basically  in  Subdivision  D  of  Division  B  of  Part  I  of  the 
Income  Tax  Act  and  include,  inter  alia,  such  receipts  as  alimony,  some  life 
insurance  proceeds,  scholarships,  fellowships  or  bursaries  exceeding  $500, 
family  allowances  and  research  grants. 

The  opportunity  had  existed  in  early  years  for  a  judicial  interpretation 
of  the  provisions  of  the  Income  Tax  Act  which  would  have  swept  into  its  net  all 
Items  of  receipt  except  where  specifically  exempted,  as  was  the  case  in  the 
United  States,     but  the  opportunity  was  not  seized.   That  opportunity  resulted 
from  the  wording  of  the  predecessor  provisions  to  Section  3  of  the  current  Act, 
all  of  which  were  in  much  the  same  terms  as  the  opening  words  of  the  current 
section.   Section  3     defines  the  income  of  a  taxpayer  for  a  taxation  year 
as  including  his  income  for  the  year  "from  a  source  inside  or  outside  Canada" 
and  then  goes  on  to  define  the  four  specific  sources  referred  to  but  without 
restricting  the  generality  of  the  quoted  phrase.  However,  with  few  exceptions 
irrelevant  here,  the  generality  of  the  term  "source"  has  been  restricted  to  those 
forms  of  income  specifically  articulated  in  the  Act. 
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Therefore,  exclusions  have  been  many.   Prime  examples  are  windfalls, 
death  benefits  on  life  insurance  proceeds,  non-recurrent  gambling  gains  and 
capital  gains.   Since  1972,  the  omission  extends  to  only  one-half  of  capital 
gains.   For  the  purposes  of  this  study,  as  has  been  previously  mentioned,  the 
most  relevant  of  the  omissions  are  those  of  gifts  and  inheritances  and  imputed 
income.   The  latter  has  been  dealt  with  in  Chapter  3  of  this  study. 

The  omission  of  gifts  and  inheritances  was  made  the  more  incomprehensible 
by  the  abdication  by  the  federal  government  in  1972  of  the  gift  and  estate  tax 
field.   In  1972,  those  provinces,  i.e.  Quebec,  Ontario  and  British  Columbia  which 
had  concurrently  occupied  the  succession  duty  field  with  the  federal  government 
prior  to  January  1,  1972  continued  such  legislation  and  enacted  gift  tax  legisla- 
tion in  support.   They  were  followed  by  all  provinces  of  Canada  with  the 
exception  of  Alberta  so  that  for  a  short  period  of  time  following  1972,  nine  of 
the  ten  provinces  in  Canada  had  enacted  provincial  gift  and  succession  duty 
legislation.   Since  the  initial  onslaught  of  legislation  in  1972,  however,  some 
of  those  provinces  have  themselves  abdicated  the  field  (notably  the  Maritime 
provinces)  so  that  currently  there  is   gift  tax  and  succession  duty  legislation 
in  force  only  in  five  of  the  ten  provinces  i.e.  Quebec,  Ontario,  Manitoba, 
Saskatchewan  and  British  Columbia. 

However,  particularly  in  the  taxation  of  death  successions,  the  operative 
provincial  systems  for  the  most  part  contain  dissimilar  provisions  both  in  the 
definition  of  the  tax  base,  rates  and  exemption  levels. 

In  the  result  the  passage  of  wealth  in  both  intra-family  situations  and 
extra-family  situations  is  treated  very  differently  in  otherwise  identical 
social  and  economic  circumstances  and  indeed  in  many  cases  is  treated  by  not 

being  taxed  at  all.   These  results  occur  as  a  result  of  three  major  sources  of 

(12) 
distortion.     The  first  problem  arises  from  the  inferior  taxing  powers 

available  to  the  provinces  under  the  British  North  America  Act  relative  to  the 
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superior  taxing  power  available  to  the  federal  government.   Section  92(2)  of 
the  British  North  America  Act  restricts  the  taxing  powers  of  the  provinces  to 
"direct  taxation  within  the  province  in  order  to  the  raising  of  a  revenue  for 
provincial  purposes".   On  the  other  hand,  the  federal  government  has  unlimited 
powers  of  taxation  both  direct  and  indirect.   Since  the  provinces  do  not  have  the 
power  to  levy  indirect  taxes,  or  extra-territorial  taxes,  they  are  unable  to 
tax  "estates"  as  such  but  rather  are  restricted  to  taxing  either  the  beneficiaries, 

transactions  or  properties  of  a  deceased  or  person  within  their  geographical 

(13) 
jurisdictions.     The  various  provinces  then  have  defined  the  webs  of  their 

taxing  nets  in  varied  divergent  ways.   For  example,  Manitoba,  Saskatchewan, 

and  British  Columbia  alone  levy  an  "accessions"  tax  under  which  resident 

beneficiaries  pay  duty  on  the  value  of  property  having  a  situs  outside  the 

province  to  which  they  succeed  on  death. 

Therefore,  one  may  assume  two  parallel  situations  to  illustrate  the 

distortion  in  the  "Canadian"  system.   Assume  John  and  Jim  are  brothers,  John 

being  resident  in  Ontario  and  Jim  resident  in  Manitoba.   Their  father,  a 

resident  of  Alberta,  dies  leaving  them  jointly  property  situate  in  Alberta. 

Alberta  levies  no  tax  at  all  on  the  transaction  since  it  does  not  have  either 

gift  or  succession  duty  legislation.   Since  Ontario  does  not  have  an  "accessions" 

tax  it  levies  no  tax  on  John  or  the  property  and,  indeed,  John  pays  no  provincial 

succession  duties  of  any  kind.   Jim,  on  the  other  hand,  being  a  resident  of 

Manitoba,  will  pay  succession  duties  under  Section  8(2)  of  the  Manitoba 

Succession  Duty  Act.   The  amount  of  that  duty  will  be  dependent  on  a  series  of 

factors  including  the  value  of  Jim's  interest  in  the  property  to  which  he  succeeds; 

the  number  of  residents  in  Manitoba  who  are  preferred  successors  of  property 

of  the  father  and  who  will  therefore  share  in  the  preferred  successor  exemptions 

available  under  the  Manitoba  Act;  and  the  value  of  the  world  assets  of  the 

deceased  father  which  value  will  determine  the  rate  of  duty  to  be  applied.   In 

this  particular  example,  if  there  was  sufficient  liquidity,  the  father  could 
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spread  the  burden  of  the  death  tax  by  providing  for  a  duty  exoneration  clause  in 
his  will  which  would  require  payment  of  the  succession  duties  by  his  estate 
followed  by  distribution  of  after-tax  amounts  equally  between  his  children. 
But,  that  kind  of  provision  does  not  always  accord  with  a  testator's  intention 
nor  is  it  a  universal  solution  from  the  point  of  view  of  liquidity  or  the 
contentment  of  beneficiaries. 

Other  examples  of  distortion  and  inequity  may  be  detailed.   For  example 
where  property  situate  in  a  jurisdiction  which  levies  a  succession  duty  is 
bequeathed  to  a  resident  of  a  jurisdiction  which  does  not  levy  a  succession 
duty,  duty  would  be  payable  to  the  province  of  the  situs  of  the  property  though 
no  duty  would  have  been  payable  if  the  property  had  its  situs  in  the  province 
in  which  the  beneficiary  is  resident  or  in  some  other  non-taxing  jurisdiction. 
For  example,  assume  the  deceased  father  is  resident  and  domiciled  in  Manitoba 
owning  property  (real  or  personal)  with  a  fair  market  value  at  death  of  $600,000. 
Assume  further  he  leaves  that  property  to  his  son,  resident  and  domiciled  in 
Ontario,  who  is  his  sole  beneficiary.   Then  one  can  assume  two  specific 
alternatives: 

(a)  The  property  has  a  situs  in  Alberta;  or 

(b)  The  property  has  a  situs  in  Manitoba. 

Under  alternative  (a)  there  is  no  duty  anywhere.   Manitoba  cannot  tax 
property  outside  its  jurisdiction  passing  to  a  non-resident  of  Manitoba. 
Alberta  levies  no  succession  duty  and  Ontario  does  not  have  an  accessions  tax. 
Under  alternative  (b) ,  however,  the  duty  payable  in  Manitoba  will  be  $181,035 
(using  rates  and  exemptions  for  1974).   The  distortion  is  obvious. 

The  second  major  area  for  distortion  relates  to  the  fact  that  exemption 
levels  and  rates  imposed  on  property  passing  between  members  of  the  nuclear  family, 
and  indeed  the  extended  family,  and  others  are  very  different  from  province  to 
province.   In  the  five  provinces  which  do  not  levy  succession  duties  or  gift 
taxes  property  situate  within  them  passes  entirely  free  of  tax.   In  the  Province 
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of  Ontario  inter-spousal  successions  of  property  pass  tax  free.   In  British 
Columbia  and  Quebec  inter-spousal  successions  of  up  to  $150,000  pass  tax  free. 
In  Saskatchewan  and  Manitoba  up  to  $250,000  of  inter-spousal  successions  will 
pass  tax  free. 

In  Ontario  an  absolute  and  indefeasible  gift  to  a  spouse  inter  vivos  other 
than  by  the  creation  of  a  settlement  or  transfer  of  property  to  a  trust  is 
entirely  exempt  from  tax.   In  Manitoba  and  Saskatchewan  tax  free  gifts  of  up  to 
$2,000  a  year  may  be  made  to  individuals  other  than  a  spouse  and  tax  free  gifts 
of  up  to  $5,000  a  year  may  be  made  to  a  spouse.   However,  the  aggregate  amount 
of  gifts  made  both  to  individuals  and  to  spouses  in  the  year  may  not  exceed 
$15,000  without  the  imposition  of  pro  rata  tax  on  the  excess.   In  Saskatchewan 
there  may  be  a  tax  free  gift  to  a  spouse,  once  in  a  lifetime,  in  the  maximum 
amount  of  $20,000  of  an  interest  in  Saskatchewan  real  property  to  be  used  as  a 
place  of  residence  for  the  spouse  and  the  donor.   In  British  Columbia  annual 
tax  free  gifts  of  up  to  $10,000  to  a  spouse  are  allowed  as  well  as  an  interest 
in  joint  tenancy  in  a  family  home  located  in  British  Columbia.   In  Quebec,  there 
is  allowed  a  tax  free  gift  of  up  to  $15,000  annually  to  a  spouse,  gifts  of  up 
to  $3,000  per  year,  per  donee,  subject  to  a  maximum  deduction  for  the  year  of 
$15,000  and  a  tax  free  gift  of  farm  property  by  a  farmer  to  his  children  to  be 
used  by  them  for  farming  of  up  to  $75,000.   Only  one  such  exemption  may  ever 
be  claimed. 

The  third  distortion  in  the  provincial  puzzle,  relating  to  the  taxation 
of  gifts,  arises  in  parallel  fashion  to  the  first  two  i.e.,  that  some  provinces 
levy  gift  taxes  and  some  do  not  and  that  even  amongst  those  that  do  there  are 
very  different  levels  of  rates  and  exemptions.   In  addition  to  the  differences 

noted  above,  for  example,  a  Manitoba  resident  making  a  gift  of  real  property 

(14) 
situate  in  Manitoba  will  have  a  gift  tax  imposed  on  the  value  of  the  gift. 
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A  person  not  resident  in  Manitoba  making  a  gift  of  real  property  situate  in 

Manitoba  will  similarly  have  a  gift  tax  to  pay  in  Manitoba.      However,  a 

non-resident  of  Manitoba  making  a  gift  of  real  property  situate  in  Alberta  to  a 

resident  of  Manitoba  would  not  have  any  gift  tax  to  pay.   The  situs  of  the  property 

is  determinative. 

The  distortions  and  differences  are  endless  and  the  foregoing  is  only 

a  brief  and  cursory  discussion  of  them.   The  writer  previously  has  summarized 

the  problem  in  this  way: 

"In  large  part,  although  not  solely,  because  of  the  federal 
government's  unwarranted  refusal  to  tax  gifts  and  estates 
either  as  income  or  on  some  special  basis,  the  tax  effects 
of  transactions  in  property  by  way  of  inter  vivos  gift  or 
succession  on  death  vary  markedly  from  province  to  province. 
Furthermore,  in  order  to  analyse  fully  those  tax  consequences 
one  must  take  into  account,  inter  alia,  the  nature  of  the 
particular  property  as  well  as  all  of  the  property  of  the 
donor/testator;  the  value  of  the  particular  property  and 
the  value  of  all  property  of  the  donor/testator;  the  situs  of 
the  property;  the  residence  or  domicile  of  the  donor/testator; 
the  residence  or  domicile  of  the  donees  or  beneficiaries;  the 
relationship  of  the  donor/testator  to  the  donee/beneficiaries; 
the  provisions  of  the  will,  if  any,  of  the  testator  or  the 
deed,  if  any,  of  the  donor;  the  provisions  of  the  various 
provincial  and  foreign  gift  and  death  tax  statutes;  and  the 
provisions  of  the  federal  Income  Tax  Act.   Lastly,  I  think 
it  can  be  stated  that  because  of  the  very  disorder  created 
by  the  several  different  tax  profiles  taxpayers  will  be 
sensitive  to  their  respective  influences  on  intra-family  wealth 
succession  and  in  many  cases  will.be  able  to  take  tax  planning 
advantages  from  the  disarray." 

A  neat  example  of  such  planning  is  to  transfer  assets  to  a  holding 

company  having  its  shares  with  a  situs  in  a  tax  haven  province  (accomplished 

simply  by  ensuring  the  only  share  transfer  registry  is  located  within  that 

province) ,  thereby  changing  the  situs  of  assets  otherwise  located  in  a  province 

which  levies  a  gift  or  succession  duty.   Another  example,  somewhat  more  extreme, 

is  simply  to  move  one's  province  of  residence  for  a  period  of  time,  gift 

away  to  succeeding  generations  either  absolutely  or  in  trust  one's  assets  and  then 

to  return  to  the  province  of  original  residence.   So  long  as  the  intervening 

period  is  long  enough  and  substantial  enough  to  constitute  a  change  in 

residence  the  plan  is  workable. 

A 
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Therefore,  in  addition  to  the  reasoning  used  earlier  in  this  study  to 
support  the  inclusion  of  gifts  and  inheritances  in  the  income  tax  base  (and 
possibly  an  additional  levy  on  wealth  as  well)  another  reason  may  be  added, 
i.e.  to  relieve  the  horizontal  inequity  now  existing  by  virtue  of  the  differences 
in  provincial  gift  and  succession  duty  systems.   The  presence  of  the  federal 
government  in  taxing  the  passage  of  wealth  by  way  of  gift  or  succession  would 
ensure  at  least  some  equalization  of  the  situations  in  the  provinces.   Further, 
there  is  precedent  for  the  presence  of  the  federal  government  to  ensure  equity 
of  taxation  between  people  in  jurisdictions  which  levy  and  those  which  do  not 
levy  a  tax.   For  example  Sec.  120(1)  of  the  Income  Tax  Act  ensures  an 
additional  tax  is  extracted  from  income  earned  by  persons  subject  to  Canadian 
federal  income  tax  where  that  income  is  derived  in  Canada  but  does  not  carry 
with  it  a  provincial  income  tax. 

Therefore,  it  is  the  writer's  recommendation  that  the  federal  tax  system 
should  be  amended  so  as  to  include  income  derived  by  way  of  gift  and  inheritance 
as  part  of  the  personal  income,  tax  base.  Tax  free  gifts  and  bequests,  however, 
should  be  allowed  between  spouses  and  between  a  parent  and  dependent  children 
so  long  as  the  income  tax  units  extant  recognize  the  economic  and  social 
mutality  of  such  relationships.   Transfers  out  of  such  units  or  in  the  circumstances 
earlier  discussed  in  this  study  should  bear  tax  burdens.   Exemption  levels  of 
relatively  small  amounts  (no  more  than  $100  to  $500  annually  and  perhaps 
$1,000  -  $5,000  cumulatively)  should  be  allowed  to  facilitate  the  administrability 
of  the  system.   Gifts  and  successions  to  dependent  children  should  be  taxed  in 
the  event  that  such  persons  are  not  included  in  the  income  tax  unit.   Under  no 
circumstances  should  transfers  of  property  between  spouses  be  taxed  since  to  do 
so  is  a  complete  denial  of  the  economic  partnership  which  is  the  reality  of 
such  situations  and  because  such  taxation  fails  to  take  into  account  the 
contribution  of  each  of  the  spouses  in  his  or  her  own  way  to  the  development  of 
marital  assets.   Adequate  income  fluctuation  protection  provisions  should  be 
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included  in  the  system  so  as  to  ensure  that  large  gifts  or  large  successions  of 
the  property  do  not  bear  an  inappropriate  brunt  or  burden  because  of  the  graduated 
rates  of  tax  which  will  apply  to  such  "bunched"  income.   Supporting  systems  of 
wealth  taxation  either  annually  or  at  the  time  of  death  or  gifting  should  be  a 
matter  of  further  consideration. 
RATES  AND  UNITS 

Since  the  introduction  of  income  tax  in  1917  tax  has  been  levied  on 
individuals  and  not  on  family  units.   As  has  been  pointed  out  earlier  in  this 
study  the  only  other  alternative  units  of  taxation  in  Canada  are  the  corporation 
and  the  trust.   Partnerships  have  certain  income  determinations  made  at  the 

partnership  level  but  income  is  attributed  to  the  individual  partners  and  taxed 

(17) 
at  individual  rates.       An  individual  computes  his  income  in  accordance  with 

Section  3  of  the  Act  (as  expanded  by  the  remainder  of  the  Act)  and  his  taxable 
income  pursuant  to  Section  2  of  the  Act.   Essentially  Section  2  of  the  Act 
prescribes  that  for  the  purposes  of  determining  one's  taxable  income,  net  income 
from  all  sources  is  determined  from  which  is  subtracted  the  deductions  permitted 
by  Division  C  of  the  Act.   Division  C  of  the  Income  Tax  Act,  comprising 
Sections  109  through  114.1,  allow  a  series  of  deductions  to  be  made  the  most 
relevant  of  which  for  the  purposes  of  this  study  are  contained  in  Sections  109 
through  110.2.   Primarily  of  importance  to  this  study  are  the  deductions 
permitted  individuals  for  married  status  (109(1) (a));  wholly  dependent  persons 
(109(1)  (b)>,  single  status  (109(1)  (c));  children  (109(1)  (d))  ^''"^^ ;  and  other 
supported  persons  (109(1) (e)).   Limitations  on  those  deductions  are  found  in 
Section  109(2)-(5).   Table  5-1  of  Appendix  F  provides  information  on  the  amount 
of  each  of  those  deductions  for  the  years  1972-1975  including  the  increase 
brought  about  by  indexing  under  Sec.  117.1  of  the  Act.   Reference  should  also 
be  had  to  the  provisions  themselves,  reproduced  in  Appendix  A. 

Having  determined  taxable  income  for  the  year  an  individual  then  applies 
the  applicable  rate  of  tax  to  be  found  in  Sec.  117  of  the  Act.   Section  117 
contains  descriptions  for  the  rate  schedules  in  each  of  the  years  1972-1976. 
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It  is  presumed  that  the  rates  described  in  Sec.  117(5),  for  1976,  will  continue 
in  future  years.   The  width  of  the  brackets  contained  in  Sec.  117  is  adjusted 

annually  for  the  cost  of  living  increase  by  virtue  of  the  provisions  of 

(19) 
Sec.  117.1  of  the  Act.      It  is  suggested  that  for  the  purposes  of  this 

study  it  be  accepted  that  indexing  will  continue  as  set  forth  in  that  section 

and  that  any  allowances  by  way  of  deduction,  exemption,  credit  or  zero  rate 

bracket  granted  in  this  study  or  as  a  result  of  it  should  be  subject  to  the 

same  indexing  formula. 

Even  in  the  Province  of  Quebec  under  a  legal  community  of  property  regime 
it  has  been  determined  in  the  Sura  case  that  not  only  is  the  taxpaying  unit  the 
individual  but  that  the  scheme  of  community  of  property  then  in  existence  in 
Quebec  did  not  allow  a  marital  couple  for  tax  purposes  to  split  the  income  between 
them  so  as  to  reduce  the  rates  of  tax  applicable.   The  decision  of  the  Supreme 
Court  of  Canada  is  of  extreme  importance  in  the  context  of  this  study. 

The  issue  in  the  case  was  put  in  the  following  way: 

"The  appellant  Sura,  who  was  domiciled  in  the  province  of 
Quebec  at  the  time  of  his  marriage,  married  without  going 
through  the  formalities  of  a  contract.   By  virtue  of  Article 
1260  of  the  Civil  Code,  the  spouses  subjected  themselves 
to  the  general  laws  and  customs  of  the  province,  and  the 
legal  community  of  property  thus  existed  between  them.   Of 
course,  the  parties  do  not  dispute  that  the  income  from 
community  property  is  an  asset  of  the  community,  as 
defined  in  Article  1272  of  the  Civil  Code  of  the  Province  of 
Quebec.   The  question  which  arises  is  to  determine  whether 
this  income  of  the  community  is  the  income  of  the  husband 
alone,  or  whether  one-half  of  the  income  of  the  community 
is  that  of  the  husband  and  the  other  half  is  the  income  of 
the  wife.   If  the  income  of  the  community  must  be  regarded 
as  that  of  the  husband  alone,  the  Minister's  assessment  is 
valid,  but  if  this  income  must  be  divided,  as  the  ^„^v 

appellant  claims,  the  Minister's  assessment  must  be  vacated." 

The  taxation  years  involved  were  1947-1954.   In  deciding  that  the  husband 

was  liable  for  tax  on  all  of  the  income  of  the  community  of  property,  the 

Court  held: 
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"...  that  it  Is  not  ownership  of  property  which  is 
taxable,  but  that  the  tax  is  imposed  on  a  taxpayer,  and 
the  tax  is  determined  by  the  income  received  by  the  person 
who  is  the  legal  beneficiary  from  employment,  businesses, 
property  or  ownership.  ...  we  can  no  more  question  this 
proposition  than  we  can  have  the  least  hesitation  in 
conceding  without  reservation  that  only  he  must  pay  income 
tax  who  has  absolute  enjoyment  of  the  income,  unfeathered 
by  any  restriction  on  his  freedom  to  dispose  of  the  income 
as  he  sees  fit." 

While  accepting  that  the  wife  was  the  co-owner  of  the  community 

property,  the  Court  found  that: 

".  .  .  it  is  also  true  that  she  does  not  have  the  exercise 
of  the  plenitude  of  rights  which  ownership  normally  confers 
(406  C.C.).   Her  right  is  formless,  dismembered,  inferior 
even  to  the  right  of  one  who  has  bare  ownership  of  property 
in  which  another  has  a  life  interest.   Her  right  is  stagnant, 
nearly  sterile,  because  it  is  unproductive  for  the  duration 
of  the  life  of  the  husband.   It  is  only  at  the  dissolution 
of  the  community  that  the  wife  will  be  vested  with  the 
plenitude  of  her  rights  of  ownership  ....  the  result  is 
that  the  wife  receives  no  income  from  community  property, 
that  she  has  "no  salary,  wages  and  remuneration",  that  she 
"receives  nothing  from  businesses,  property,  offices  and^_. 
employments".   Now,  this  is  precisely  what  is  taxable." 

That  the  Supreme  Court  decided  against  allowing  income  splitting  of 

income  earned  by  persons  subject  to  a  regime  of  community  of  property  is 

supportive  of  the  proposition  that  the  family  is  not  the  tax  unit  in  Canada. 

Rather  it  is  the  individual.   However,  it  is  important  to  comprehend  that  the 

essential  characteristic  which  prevented  income  splitting  for  tax  purposes, 

in  the  view  of  the  writer,  was  the  broad  powers  of  the  husband  under  a  community 

of  property  regime  to  administer  and  dispose  of  the  funds  and  income  subject 

to  community.   Therefore,  in  the  event  that  a  provincial  scheme  were  devised  which 

gave  both  spouses  current  and  clear  rights  of  administration  and  disposition  over 

income,  rather  than  a  sterile  and  future  right,  the  decision  conceivably  could 

be  to  the  contrary.   In  such  cases,  like  the  situation  that  previously  existed 

in  the  United  States  prior  to  1948,  residents  of  provinces  with  such  marital 

regimes  would  be  entitled  to  income  split  and  obtain  the  benefits  thereof  while 

residents  in  jurisdictions  without  such  property  schemes  would  not.   This 

would  be  clearly  inequitable  and  would  have  to  be  remedied.   The  remedy,  of  course. 
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would  be  the  adoption  of  the  marital  unit  which  would  render  it  irrelevant 
whether  spouses  earned  income  subject  to  individual  or  community  regimes  of 
property  sharing. 

Professor  Dussault  has  commented  on  the  Sura  case  as  follows: 

"The  greatest  shortcoming  of  the  Sura  case  though,  was  that 
it  failed  to  place,  as  a  matter  of  law,  the  consorts  married 
under  the  regime  of  legal  community  of  property  on  the  same 
footing  as  other  taxpayers.   On  the  contrary,  a  very  marked 
disadvantage  could  arise  in  certain  circumstances,  as  for 
instance  when  the  wife  owned  moveable  property  such  as  stocks 
or  bonds  before  the  marriage,  since  such  moveable  property 
would  automatically  fall  into  the  community  on  the  day  of 
the  celebration.   According  to  the  decision  of  the  Supreme 
Court  in  Sura,  it  would  necessarily  be  the  husband  who  would 
assume  the  entire  tax  burden  produced  by  the  income  of  the 
property  in  question.   By  the  same  token,  the  same  principle 
would  have  also  applied  to  the  income "from  the  wife's  private 
property  since  prior  to  July,  1970  such  income  used  to  fall 
automatically  into  the  community.   However,  it  appears  that 
the  practice  of  thR  Revenue  Department  has  been  to  tax  a  wife 
for  such  income. "(24) 

Furthermore,  a  new  set  of  problems  has  arisen  since  the  Sura  decision. 

At  the  time  of  the  Sura  decision  capital  gains  and  losses  were  ignored  by  the 

tax  system  i.e.  capital  gains  were  not  included  in  income  nor  were  capital 

losses  deductible.   In  the  Sura  decision  therefore  the  Court  said: 

".  .  .  .  the  Act  does  not  address  itself  to  capital  or  ownership 

of  property.   It  addresses  itself  to  the  person  and  the  amount 

of  the  tax  is  determined  by  the  benefits  the  person  receives. "('^^^ 

The  present  Income  Tax  Act  imposes  an  income  tax  at  ordinary  rates  on 
one-half  the  capital  gain  realized  by  a  taxpayer  whether  on  an  actual  or  a 

deemed  disposition.   The  taxable  portion  of  a  capital  gain  is  referred  to  in 

(  2f\^ 
the  Act  as  the  "taxable  capital  gain".      Except  in  the  case  of  deemed 

(27) 
disposition    the  Act  simply  refers  to  a  taxpayer's  taxable  capital  gain 

from  the  disposition  of  "any  property"  without  reference  to  ownership.   In 

Sec.  70(5) (a)  a  taxpayer  is  deemed  to  have  disposed,  immediately  before  his  death, 

of  each  property  "owned  by  him  at  that  time  that  was  a  capital  property  of  the 

taxpayer".   Specific  rules  are  then  prescribed  for  determining  the  quantum  deemed 

to  have  been  realized  by  the  taxpayer  on  such  deemed  disposition.   For  capital 
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property  other  than  depreciable  property  it  is  essentially  fair  market  value 
that  is  deemed  to  have  been  realized  and  for  depreciable  property  it  is 
esentially  the  mid-point  between  the  undepreciated  capital  cost  of  the  property 
and  the  fair  market  value  of  the  property  at  the  time  of  death.   Presumably  in 
determining  liability  for  tax  on  a  capital  gain  on  an  actual  rather  than  deemed 
disposition  some  similar  test  of  ownership  will  be  applied.   However,  the  only 
insight  into  that  determination  comes  from  Sec.  3  of  the  Act  which  refers  to 
"his  income"  from  gains  on  capital  and  Sec.  39(1)  of  the  Act  which  in  defining 
"capital  gain"  and  "capital  loss"  refers  to  the  disposition  of  any  property 
"of  the  taxpayer". 

The  Sura  case,  then,  is  not  determinative  on  the  issue  of  liability  for 
tax  on  an  actual  or  deemed  disposition  of  capital  property  owned  by  spouses 
subject  to  a  form  of  community  of  property  regime  or  other  marital  property  regime 
which  gives  both  spouses  either  current  or  future  interests  in  the  property. 
To  date  no  authoritative  decision  is  available  which  has  addressed  itself  to  the 
question  of  the  kind  or  degree  of  involvement  or  title  or  property  interest 
which  a  spouse  must  have  in  order  to  have  proprietary  rights  equivalent  to 
"ownership"  in  the  property  for  federal  income  tax  purposes.   Therefore,  it  is 
an  open  question  whether,  unlike  income  from  business,  property,  office  or 
employment,  income  from  realization  of  a  gain  on  capital  (or  a  loss)  is  taxable 
to  one  or  both  of  the  spouses  subjected  to  a  provincial  scheme  of  marital  property 
holding.   Since  the  nature  and  scope  of  such  provincial  schemes,  with  the 
exception  of  Quebec,  are  not  entirely  formalized  at  the  date  of  writing,  it  is 
difficult  to  deal  with  the  problem  in  depth.   However,  it  is  obvious  that  as  with 
other  forms  of  income,  appropriate  provincial  legislation  could  lead  to  income 
splitting  between  spouses  of  income  from  capital  gains  with  consequent  reductions 

in  tax  liability,  given  the  individual  base  of  the  current  system  and  its  progressiva 

(28) 
rates  of  tax. 

The  problems  are  complex  and  difficult.   They  can  arise  both  on  entry  into 
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the  marriage,  during  the  marriage  or  on  the  termination  of  the  marriage.   In 
the  writer's  view  the  most  effective  solution  to  such  problems  would  be  to 
recognize,  at  least,  the  marital  unit  for  federal  income  tax  purposes.   In  that 
case,  distinctions  between  property  rights  of  various  individual  and  matrimonial 
regimes  for  the  most  part  would  be  irrelevant.   The  spouses  would  be  a  tax  unit 
and  income  generated  from  the  traditional  sources  or  from  capital  gains  would 
be  taxed  at  the  rates  of  the  unit.   Therefore,  income  splitting  and  its  horizontal 
inequity  would  be  avoided.   Since  it  would  be  an  integral  part  of  any  marital  unit 
that  transfers  of  property  by  the  spouses  both  while  the  marriage  lasted  and 
on  entry  and  leaving  the  marriage  would  bear  no  tax  consequences  there  would  be 
no  problems  arising  from  deemed  dispositions  or  actual  dispositions  of  capital 
property  between  the  spouses  regardless  of  the  definition  of  ownership. 

In  the  event  that  either  the  marital  or  family  unit  is  not  adopted  as  an 
alternative  to  the  individual  for  tax  purposes  the  problem  of  matrimonial  property 
regimes  will  still  have  to  be  faced.   It  is  the  view  of  the  writer  that 
amendments  short  of  recognition  of  the  marital  unit  will  either  be  ineffective 
in  all  circumstances  or  will  result  in  very  complicated,  incomprehensible  and 
arbitrary  provisions  in  the  Income  Tax  Act  which  will  attempt  to  deal  with  the 
peculiar  form  of  matrimonial  property  regime  in  force  in  a  particular  jurisdiction 
or  agreed  to  by  consensual  arrangement  between  spouses. 

THE  SYSTEM  IN  ACTION 

There  is  no  better  way  to  demonstrate  the  effects  and  workings  of  the 
system  than  by  a  series  of  hypothetical  case  examples.   As  the  reader  peruses 
the  following  hypothetical  cases  he  should  be  conscious  of  infringements  of  the 
rules  of  allocation  of  burden  detailed  in  theory  in  the  last  chapter,  the  reasons 
for  distortion  of  those  criteria  and  indeed  any  reasonable  criteria. 

Three  cases  are  presented.   Incomes  of  $5,000,  $20,000  and  $60,000  are 
treated  under  six  different  unit  circumstances.   In  the  first  circumstance  it  is 
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considered  that  the  income  is  earned  by  a  single  unmarried  individual;  in  the 
second,  equally  by  two  unmarried  individuals;  third,  by  a  married  individual 
with  a  non-income  earning  wife;  fourth,  equally  by  a  husband  and  wife;  fifth, 
unequally  between  husband  and  wife  in  the  ratio  of  70%  to  the  husband  and  30% 
to  the  wife;  and  last,  equally  amongst  the  members  of  a  three  person  family  of 
husband,  wife  and  child.   The  most  significant  results  reported  in  the  cases  are 
those  in  the  very  last  column  from  which  one  can  deduce  the  tax  differential 
payable  on  equivalent  incomes  within  units  of  varying  size  and  composition. 
Following  the  cases  the  results  will  be  discussed  and  analysed.   However,  one 
might  anticipate  that  discussion  by  observing  the  fact  that  on  equal  incomes 
the  greatest  tax  will  be  paid  when  earned  by  an  unmarried  individual  (as  it  should 
be  since  such  an  individual  would  have  the  greatest  ability  to  pay) ;  that  two 
individuals  of  equal  income  who  marry  will  not  pay  more  or  less  tax  than  was 
their  combined  total  before  marriage  (although  there  are  economies  to  cohabitation 
in  marriage  that  should  be  recognized  in  determining  ability  to  pay,  at  least 
at  income  levels  about  $15,000);  that  the  taxes  paid  by  equally  sized  units  on 
equal  income  will  be  different  depending  on  the  distribution  of  the  income  amongst 
the  members  of  the  unit;  that  in  this  regard  the  more  equal  the  distribution  the 
less  the  tax  payable  and  the  more  unequal  the  distribution  the  greater  the  tax 
payable;  and,  lastly,  that  the  larger  the  number  of  people  in  the  unit  earning 
income  the  less  the  tax  notwithstanding  the  units  are  of  equal  size. 
.  The  presentation  of  the  three  cases  follows: 
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In  order  to  further  illustrate  the  discussion  which  follows  it  is  perhaps 
timely  to  introduce  a  word  on  the  value  of  tax  savings.   It  is  obvious  of  course, 
that  if  one's  tax  is  $1.00  lower  than  that  of  another  taxpayer  or  $1.00  lower 
than  it  would  have  been  under  other  circumstances,  there  has  been  a  tax  saving 
of  $1.00  and  the  taxpayer  has  benefitted  to  that  extent.   In  terms  of  income  in 
the  marketplace,  a  taxpayer  in  order  to  be  in  the  equivalent  position  to 
another  of  equal  circumstance  who  has  saved  $1.00  in  tax  must  earn  salary  or 
some  other  form  of  income  in  the  amount  of  $1.00  plus  the  tax  that  will  exigible 
on  the  earnings.   Thus,  a  taxpayer  in  a  marginal  rate  bracket  of  50%  will  have  to 
earn  $2.00  in  order  to  be  in  the  equivalent  position  to  a  taxpayer  of  equal 
circumstance  who  has  saved  $1.00  in  his  taxes.   Furthermore,  in  the  event  that 
two  taxpayers  have  equal  pre-tax  income  but  one  pays  $1.00  less  than  the  other 
because  of  a  legitimate  function  of  the  system,  the  taxpayer  who  has  saved 
$1.00  also  has  that  dollar  available  to  him  for  investment  and  therefore  the 
production  of  further  income.   Thus,  over  a  period  of  time  the  disparity  between 

the  two  taxpayers  will  grow  in  an  amount  equal  to  the  after  tax  return  on  the 

(29) 
investment  of  the  funds  in  the  initial  year. 

The  results  of  the  cases  themselves  are  obvious.   In  the  most  general 
terms  it  can  be  said  that  the  greater  the  number  of  earners  in  the  unit,  the 
less  will  be  the  tax  as  compared  to  units  of  equal  income  but  fewer  earners. 
Thus,  the  family  unit  (F.)  invariably  pays  less  tax  than  any  other  unit  in  the 
cases.   Similarly,  a  husband  and  wife  of  equal  income  pay  less  tax  than  a  marital 
unit  in  which  the  husband  earns  the  equivalent  income  alone  or  an  unmarried  unit. 
In  all  cases  comparisons  of  units  D.  and  E.  will  show  that  the  more  unequal  the 
division  of  income  amongst  the  unit  members  the  greater  the  tax  when  compared 
to  units  of  equal  income  but  more  equal  distribution.   In  all  cases,  the 
comparison  of  units  B.  and  D.  illustrate  that  there  is  no  "tax  on  marriage"  in 
the  current  system  and  that  the  economies  of  cohabitation  are  not  recognized  at 
any  income  level. 

In  more  detail  the  results  can  be  compared  against  the  check  list  of  the 
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principles  of  allocation  of  burden  found  earlier  in  this  study.   Either  the 
principles  set  forth  for  the  allocation  of  burden  of  the  marital  unit  or  of 
the  family  unit  may  be  used.   For  convenience  the  writer  will  here  refer  to  the 
principles  articulated  in  the  event  of  the  adoption  of  the  family  unit  as  an 
alternative  to  the  individual. 

Individuals  of  equal  income  should  be  taxed  equally.   The  principle  is 
adhered  to  under  the  present  system  in  all  cases  except  where  preference  is 
given  to  particular  forms  or  sources  of  income,  e.g.,  imputed  income,  dividends, 
capital  gains,  etc. 

Units  of  equal  composition  and  equal  income  should  be  taxed  equally. 
Obviously,  the  present  system  does  not  respect  this  principle.   The  units  of 
equal  size  in  the  cases  are  those  contained  in  compositions  B,  C,  D  and  E.   The 
most  outstanding  defect,  of  course,  is  that  at  all  income  levels  the  highest 
tax  is  paid  by  the  units  with  the  most  unequal  distribution  of  income  within 
them.   Thus,  for  example,  in  Case  III,  the  tax  burden  of  unit  D.  is  an 
astounding  $4,789  less  than  the  income  of  unit  C.   On  the  other  hand,  unit  E., 
which  has  a  more  unequal  distribution  of  income  than  does  unit  D.,  pays  a  tax 
greater  than  unit  D.  by  $536.  and  it  is  in  turn  paying  tax  of  $4,253.  less  than 
unit  C.   To  all  intents  and  purposes  the  three  units  have  equivalent  taxpaying 
capacity,  particularly  if  one  assumes  the  income  to  be  from  passive  sources 
requiring  no  additional  effort  or  expenditure  on  the  part  of  the  taxpayer.   If 
the  income  is  earned  it  is  hard  to  conceive  that  the  additional  expenses  involved 
amongst  the  three  units  could  vary  up  to  $4,789  even  at  those  income  levels. 
This  distortion  provides  perhaps  the  greatest  incentive  to  the  adoption  of  at  least 
the  marital  unit  as  an  alternative  to  the  individual. 

A  single  individual  should  pay  a  greater  tax  than  a  family  unit  of  equal 
income.   In  all  cases  this  principle  is  observed.   Unit  A  will  inevitably  have 
increased  taxes  over  any  of  the  other  compositions. 
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A  family  unit  of  less  than  three  persons  should  pay  more  than  a  family 
unit  of  three  or  more  persons.   The  cases  themselves  do  not  go  far  enough  to 
demonstrate  the  observance  of  this  principle  by  the  system.   From  the  cases  it 
is  detectable  that  the  family  units  (F)  pay  less  than  the  two  member  units  but 
that  is  a  result  of  the  income  distribution  and  consequent  income  splitting 
amongst  the  members  of  the  family  unit.   On  the  other  hand,  if  one  were  to 
assume  that  ±n  units  C,  D  and  E  there  was  a  child,  without  income  of  his  own, 
the  results  would  be  as  follows: 
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It  can  be  seen  that  the  inclusion  of  another  family  member,  without  income, 
will  reduce  the  tax  payable  by  the  units  in  each  of  the  income  classes,  thus, 
holding  true  to  the  principle  ennunciated.   However,  that  would  not  hold  true  in 
the  case  where  an  additional  member  of  the  unit  had  income  in  excess  of  the 
maximums  allowed  by  the  various  provisions  of  the  Act  allowing  deductions  for 
family  size.   In  this  case.  Section  109(1) (d)  specifies  that  in  the  event  that 
a  child  has  income  of  more  than  $1,166  (increased  by  indexing)  but  not  over 
$1,806  the  claim  for  the  child  is  reduced  by  one-half  of  the  child's  income 
in  excess  of  $1,166.   In  the  event  that  the  child  were  aged  16  or  over  the  normal 
claim  is  $586.   In  that  event  the  deduction  is  reduced  by  one-half  of  the  income 
of  the  child  between  $1,220  and  $1,806.   Therefore,  it  is  conceivable  that  a 
three  person  family  would  not  pay  less  on  identical  income  than  a  two  person 
family  if  the  distribution  of  income  in  the  family  is  such  as  to  remove  the 
deduction  for  the  child.   Similarly,  in  the  case  of  the  deduction  for  marital 
status  (Section  109(1) (a))  the  deduction  allowed  in  1974  (as  indexed)  was 
$1,492  in  the  event  that  that  spouse  did  not  have  income  over  $314.   In  the 
event  that  the  income  of  the  spouse  exceeded  $314  the  deduction  was  reduced  at 
the  rate  of  $1.00  for  every  $1.00  of  income  earned  by  the  spouse  between  $314 
and  $1,806.   It  is  this  reduction  in  the  marital  deduction  which  was  earlier 
referred  to  as  perhaps  constituting  a  barrier  to  the  entry  of  women  into  the 
labour  force  in  that  the  effect  of  the  reduction  in  exemption  is  to  tax  a  wife's 
income  at  the  marginal  rate  of  the  husband. 

The  proposals  for  aggregation  of  family  income  made  in  the  preceding 
chapter  and  the  format  of  rate  schedules  suggested  would  substantially  eliminate 
both  this  effect  and  the  problem  of  reducing  the  value  of  a  deduction  for  a 
dependent  child  by  a  portion  of  his  income  in  excess  of  the  limits  stipulated. 

Before  passing  on  to  the  next  principle  it  would  be  appropriate  to 
observe  that  the  value  of  the  child  deduction  of  $320,  as  demonstrated  in  the 
foregoing  table,  increases  with  the  income  of  the  taxpayer.   Thus,  as  has  been 
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indicated,  there  is  an  inherent  bias  in  favour  of  high  income  taxpayers  who 
presumably  have  less  need  than  those  in  lower  income  brackets. 

A  unit  of  a  single  individual  should  pay  more  than  a  dual  income  unit  which 
should  in  turn  pay  more  than  a  unit  with  three  earners  and  so  on.   The  object 
of  this  principle  was  to  recognize  the  increased  non-discretionary  expenditures 
occasioned  by  a  proliferation  of  earners  in  a  unit.   In  the  cases  given  if  one 
assumes  the  income  to  have  been  passive  the  point  is  irrelevant  since  there 
would  be  no  further  expenses  of  earning.   Nor  would  there  be  any  loss  of  imputed 
income  as  a  result  of  entry  of  one  of  the  members  into  the  labour  force,  for 
which  perhaps  there  should  be  compensation.   However,  if  one  assumes  the  income 
in  the  cases  to  be  from  earned  sources  the  hypotheticals,  once  again,  do  not  go 
far  enough  to  demonstrate  observance  of  the  principle.   One  can  see  some 
adherence  to  the  principle  by  comparing  units  A,  D,  E  and  F.   That  comparison  would 
demonstrate  that  an  unmarried  individual  of  equal  income  to  a  larger  unit  will 
always  pay  more  tax  than  will  the  larger  unit  with  more  than  one  earner.   Thus, 
in  Case  II  the  unmarried  earner  pays  more  tax  than  the  multiple  earner  units 
D,  E  and  F.   Similarly,  in  units  C,  with  only  one  earner,  a  greater  tax  is  borne 
than  is  the  case  in  unit  D,  E  and  F  (because  of  the  income  splitting  phenomenon) . 
But,  those  differences  are  arbitrary  and  unrelated  to  additional  expense.   How- 
ever, the  tax  on  unit  E  is  greater  than  the  tax  on  unit  D  notwithstanding  that 
there  are  two  earners  in  each  unit.   Unless  one  accepts  that  the  additional 
earning  expenses  of  the  wife  in  unit  D  are  greater  than  the  wife  in  unit  E  there 
is  no  justification  for  that  discrepancy.   Furthermore,  on  a  more  unequal 
distribution  of  the  income  in  unit  F  one  might  find  that  notwithstanding  three 
earners  in  the  unit  the  taxes  payable  would  be  the  equivalent  of,  or  only 
slightly  less  than,  those  in  units  D  or  E. 

This  area  cannot  be  left  without  reference  to  the  employment  expense 
deduction  provisions  of  the  Act,  which  have  been  ignored  in  the  hypotheticals. 
Section  8(1) (a)  of  the  Act  allows  a  deduction  in  computing  income  from  employment 
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of  a  single  amount  equal  to  the  lesser  of  $150  and  3%  of  employment  income  for 

the  year.   Wage  earners  of  $5,000  or  more  are  therefore  entitled  to  the  benefit  of 

the  full  $150  while  wage  earners  earning  less  than  $5000  receive  proportionately 

less  of  a  deduction.   Notwithstanding  that  latter  deficiency,  the  provision 

has  the  effect  of  making  the  present  system  comply  more  fairly  with  the  principle 

earlier  expounded  since  that  deduction  will  be  available  to  each  earner  in  the 

family  who  has  employment  income.   Thus,  a  two-earner  family  would  have  two 

such  deductions  while  a  three-earner  family  would  have  three  such  deductions. 

Therefore,  the  system  in  fact  more  accurately  focuses  its  attention  on  the 

principle  than  is  suggested  in  the  hypotheticals,  although  one  may  question  the 

adequacy  of  the  deductions  allowed.   The  writer  would  prefer  to  see,  at  a 

minimum,  the  provision  of  an  alternative  in  the  form  of  itemized  deductions  to 

the  standard  deduction  provided  in  Section  8. 

A  unit  with  more  than  one  earner  should  pay  more  than  two  single  units 

of  equal  total  income.   This  is  the  principle  which  recognizes  the  economies 

of  living  and  seeks  to  ensure  that  following  marriage  and  cohabitation  the  tax 

payable  by  two  individuals  collectively  before  marriage  will  increase  after 

marriage.   A  comparison  of  units  B  and  D  in  all  cases  indicates  that  the  system 

fails  this  test  since  married  persons  of  equal  income  pay  taxes  equal  to  those 

which  were  paid  by  them  prior  to  marriage.   In  the  event  of  an  unequal  distribution 

of  income  between  two  persons  before  and  after  marriage  these  same  results  will 

occur,  except  in  one  case.   In  the  event  that  the  income  of  the  lower  earning 

of  the  two  spouses  is  less  than  adequate  to  take  advantage  of  the  full  amount 

of  deductions  available  under  Division  of  the  Act  (as  in  Case  I,  unit  E)  then, 

since  there  are  no  negative  payments  resulting  from  the  inability  to  use  a 

deduction,  the  tax  on  the  unit  will  be  somewhat  greater  than  it  was  prior  to 

marriage.   The  amount  of  the  penalty  will  be  equal  to  the  amount  of  the  unused 

portion  of  the  deduction  multiplied  by  the  applicable  marginal  rate.   Either 

the  adoption  of  the  marital  unit  or  the  family  unit  on  the  basis  proposed  in  the 

preceding  chapter  would  eliminate  this  problem. 
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In  order  to  complete  the  initial  observations  on  the  operation  of  the 
system  as  demonstrated  by  the  Cases  three  other  comments  must  be  made.   The 
first  is  that  Case  I,  units  E  and  F,  demonstrate  the  problem  of  using  either 
deductions  or  credits  in  the  system  without  allowing  the  benefit  of  those 
deductions  or  credits  to  go,  to  the  extent  unusable,  to  their  intended 
beneficiaries.   Units  E  and  F  are  of  equal  income  in  total  to  units  C  and  D. 
Yet,  although  the  basic  exemption  is  set  at  $1,806  (including  medical  and 
charitable),  apparently  in  recognition  of  a  subsistence  level  of  income,  the 
members  of  unit  F  receive  the  benefit  only  of  $1,667  and  the  wife  in  unit  E 
only  of  $1,500.   If  these  figures  are  intended  to  simulate  subsistence  levels 
the  unused  portion  should  be  refundable  to  the  taxpayers  unless  converted  to  zero 
rate  brackets.   A  similar  comment  would  apply  to  credits  allowed  for  dependent 
children  which  would  be  paid  to  the  family  unit  F  in  each  of  the  cases  to  recognize 
family  size  and  to  reduce  the  tax  payable  by  such  units  relative  to  other  units 
of  equal  income  but  smaller  size. 

Lastly,  the  provisions  of  Section  63  of  the  current  Act  are  not  accounted 
for  in  the  cases.   Section  63  provides  a  deduction  for  child  care  expenses 
incurred  by  a  woman  or  a  man  under  the  restricted  circumstances  set  forth  in 
Section  63(1) (b)     .   The  definition  of  child  care  expenses  is  elaborate  and 
contained  in  the  provision.   It  carries  with  it  a  maximum  allowance  of  the 
least  of: 

.  1.   $2,000; 

2.  $500  multiplied  by  the  number  of  the  taxpayer's  children  on 
whose  behalf  child  care  expenses  were  incurred;  and 

3.  two-thirds  of  the  taxpayer's  earned  income  for  the  year. 

The  theory  and  principle  of  the  provision  (which  was  introduced  in  1972) 
is  sound,  although  its  limits  may  be  questioned.   It  recognizes  the  additional 
expenses  involved  for  a  woman  or  an  unmarried  man  entering  the  labour  market  at 
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a  time  when  she  or  he  has  non-discretionary  expenses  in  relation  to  children. 
Both  as  an  incentive  for  women;  as  a  recognition  of  the  additional  burden  borne 
by  a  woman  with  children  entering  the  labour  force;  and  as  somewhat  of  an  offset 

to  the  loss  of  imputed  income  occasioned  by  the  entry  of  the  woman  into  the 

(31) 
labour  force,  such  expenses  must  be  recognized.   An  optional  alternative  of  itemized 

expenses,  however,  would  be  preferable.   In  relation  to  the  three  cases  hypothesized 
here  and  assuming  the  existence  of  a  child  in  each  of  units  C,  D,  and  E  on  behalf 
of  whom  the  wife  has  incurred  allowable  child  care  expenses  of  $500  the  results  would 
be  the  following.   In  Case  I,  unit  D,  the  wife's  federal  tax  would  decrease  by 
$70  ($500  multiplied  by  her  applicable  high  marginal  rates)  and  her  total  tax 
would  decrease  by  $100.   In  Case  I,  unit  E,  a  somewhat  different  result  is 
obtained  more  beneficial  to  the  unit.   In  that  case  it  will  be  recalled  that  the 
deduction  received  by  the  husband  under  Section  109(1) (a)  had  been  reduced  by  the 
excess  of  the  wife's  earnings  over  $314.  Thus, there  is  a  reduction  in  the  deduction 
available  to  the  husband,  from  $1,492  to  $306.   However,  since  child  care 
deductions  are  taken  in  computing  "profit"  the  amount  of  the  deduction  will 
reduce  the  net  income  of  the  wife  for  purposes  of  the  calculation  of  the  husband's 
exemption.   Thus,  a  deduction  of  $500  will  have  no  effect  on  the  wife's  tax  since 
she  had  none  to  pay,  but  it  will  increase  the  exemption  available  to  the  husband 
on  her  behalf  from  $306  to  $806.   This  then  results  in  a  reduction  in  federal 
tax  of  $93  for  the  husband  and  a  total  reduction  in  tax  of  $133.   In  the  event 
that  alternative  tax  units  are  not  adopted  it  will  be  important  to  recall  in 
determining  the  future  of  Section  63  that  it  therefore  has  a  very  substantial 
effect  in  the  very  low  income  brackets  of  reducing  the  inequity  of  withdrawing 
a  portion  of  the  dependancy  deduction  on  account  of  a  wife's  minimal  income. 

In  Case  II  and  Case  III  the  wife  has  sufficient  income  to  have  disallowed 
the  husband  the  marital  deduction  completely,  in  any  event.   Therefore,  the  value 
of  the  deduction  to  the  wife  in  Case  II,  unit  D,  will  be  $125  in  terms  of 
federal  tax  or  a  reduction  of  $178  in  total  tax.   In  Unit  E  the  reduction  in 
federal  tax  will  be  $105  and  the  total  reduction  in  tax  $150.   In  Case  III 
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the  deduction  will  reduce  the  wife's  tax  federally  by  $195  and  total  tax  by 
$278  in  unit  D,  while  in  unit  E  federal  tax  will  reduce  by  $175  and  total  tax 
by  $249.   The  effect  of  providing  recognition  of  child  care  expenses  by  way  of 
deduction  once  again  can  be  seen  by  its  increasing  value  as  income  increases. 
On  the  assumption  that  it  is  an  appropriate  deduction  in  computing  "profit" 
the  results  are  satisfactory. 

There  are  only  two  circumstances  in  which  marriage  can  cause  a  reduction 
in  value  of  the  child  care  expense.   In  the  event  that  an  unmarried  man  with  a 
child  on  behalf  of  whom  he  is  deducting  a  child  care  expense  under  Section  63, 
marries  a  woman  without  earned  income  the  child  care  expense  will  be  lost. 
Furthermore,  in  the  event  of  marriage  to  a  woman  with  earned  income  but  with  a 
marginal  rate  lower  than  his,  the  advantage  of  the  deduction  to  her  will  be  less 
than  the  loss  in  value  suffered  by  the  husband.   In  the  event  of  marriage  to  a 
woman  of  higher  income  there  will  be  a  benefit  to  the  unit. 

It  should  also  be  observed  that  there  is  a  "tax  on  marriage"  (demonstrated 
by  a  comparison  of  units  B  and  C  in  each  of  the  cases)  in  the  event  that  two 
persons  marry  and  thereafter  the  income  of  the  wife  drops  and  an  equivalent  amount 
is  picked  up  by  the  husband.   In  such  cases  because  the  deduction  for  marital 
status  is  less  than  the  deduction  for  personal  status  i.e.  in  1974  $1,492  as 
opposed  to  $1,706,  there  is  an  increase  in  tax.   In  Case  I  that  increase  is  $131. 
The  tax  on  marriage  is  satisfactory,  in  the  writer's  opinion,  on  the  assumption 
that  there  is  an  increase  in  imputed  income  in  unit  C  which  should  be  compensated 
for  by  an  increase  in  tax.   In  so  commenting  the  writer  goes  contrary  to  the 
Carter  Commission  who  rejected  the  idea  that  there  should  be  differences  in  tax 

between  couples  with  the  same  aggregate  income  as  a  method  of  taxing  the  imputed 

(32) 
income  of  husbands  and  wives  who  are  not  working  outside  the  home.      It  is 

the  writer's  view  that  going  part-way  to  the  goal,  in  this  instance,  is  superior 

to  not  going  any  way  at  all. 
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It  is  now  possible  to  identify  the  sources  or  problems  in  the  system  in 

light  of  the  analysis  of  the  three  cases.   Certainly  the  root  of  the  problem  is 
the  fact  that  it  is  the  individual  and  not  the  economic  and  social  group  of 
spouses  or  family  which  is  the  basic  tax  unit  in  the  Canadian  system.   The 
direct  result  is  that  income  is  split  amongst  the  individuals  earning  it. 
Unequal  distributions  of  income  within  otherwise  equally  circumstanced  units  will 
cause  different  tax  burdens  to  be  borne.   The  greatest  benefit  in  the  system, 
as  the  cases  demonstrate,  is  to  high  income  taxpayers  because  of  the  avoidance 
of  higher  marginal  rates  occasioned  by  this  legal  income  splitting.   Benefits 
decrease  as  one  descends  the  income  scale  because  of  the  reduced  differential 
in  rates  at  lower  income  brackets  and  because  those  rates  themselves  are  lower. 
Similarly,  at  very  high  income  levels,  because  of  the  infinite  width  of  the 
final  bracket  of  income  (in  excess  of  $60,000  of  taxable  income)  the  benefits 
of  income  splitting  ultimately  will  taper  off  since  the  split  income  will  still 
incur  tax  at  the  highest  marginal  rate.   In  those  cases  the  efforts  of  taxpayers 
normally  are  directed  to  finding  yet  more  members  of  the  family  with  whom  to 
split  income.   One's  heart  throbs  at  the  point  when  procreation  has  ceased  with 
the  concurrent  disadvantage  of  an  end  to  the  proliferation  of  tax  bases  in  the 
nuclear  family. 

Furthermore,  it  can  be  seen  that  that  current  system  has  at  least  two 
inherent  and  arbitrary  set-offs.   A  family  unit  of  more  than  one  person  but  with 
a  single  earner  (e.g.  unit  C  in  the  Cases)  will  pay  a  larger  tax  on  the 
equivalent  income  than  will  a  unit  of  equivalent  size  but  with  a  wider  distribu- 
tion of  income  amongst  the  members  (e.g.  units  D,  E  and  F) .   One  may  view  this 
larger  tax  then,  as  a  trade-off  in  the  system  for  the  fact  that  the  increased 
imputed  income  of  the  one  earner  unit  remains  untaxed  in  the  system.   The  extent 
of  that  trade-off  is  mitigated  by  the  recognition  of  dependency  deductions 
(Sec.  109),  employment  expenses  (Sec.  8)  and  child  care  expenses  (Sec.  63). 


•  -  248  - 
On  the  other  hand,  the  rather  minimal  relief  provided  leads  to  the  second 
trade-off  in  the  system.   Although  families  with  more  than  one  earner  pay  lower 
tax  than  families  of  equal  size  and  equal  income,  but  fewer  earners,  the  relief 
offered  by  Section  8  and  Section  63  to  compensate  for  the  lower  imputed  income 
may  be  insufficient  in  some  or  many  cases  to  offset  the  actual  additional 
costs  involved  in  replacing  that  income.   Empirical  evidence  of  substance  is 
not  yet  available  on  this  point.   Furthermore,  the  greater  availability  of 
dependency  deductions  in  a  unit  of  narrower  income  distribution,   in  some  measure 
reduces  the  effects  of  splitting  in  units  of  wider  income  distribution,  but 
hardly  significantly. 

The  effects  of  income  splitting  resulted  in  lower  tax  for  multiple 
earner  units  not  only  because  the  marginal  rates  applicable  to  the  income  were 
reduced  (which  is  demonstrated  in  the  cases)  but  also  because  of  the  proliferation 
of  deductions,  both  in  determing  profits,  and  in  determining  taxable  income. 
Table  5-1  in  Appendix  F  lists  the  personal  exemptions  available  under  the  Act 
each  of  which  is  available  only  to  persons  earning  income.   Thus,  as  each  member 
of  the  family  has  income  split  off  to  him,  to  the  extent  that  it  does  not  exceed 
the  personal  exemptions  available,  it  is  received  by  the  unit  tax  free.   In 
other  words,  the  defect  of  the  system  is  that  it  recognizes  decreases  in  ability 
to  pay  on  account  of  family  obligations  but  not  increases  in  ability  to  pay 
on  the  basis  of  family  income.   One  might  also  note  that  a  further  benefit 
accrues  to  dependents  who  earn  income  in  that  they  thereby  become  entitled  to 
participate  in  the  Canada  Pension  Plan,  the  benefits  of  which  are  denied  to 
spouses  and  children  without  earned  income.   That  result,  particularly  if  achieved 
by  a  tax  plan  within  the  family,  is  highly  inequitable. 

The  distortion  between  the  taxation  of  the  income  of  families  is  even 
more  marked  because  of  the  use  of  tax  deductions  rather  than  credits  to  recognize 
familial  obligations.   The  scheme  has  been  referred  to  earlier  in  this  paper 
and  it  has  been  demonstrated  both  in  the  case  of  the  deduction  for  a  dependent 
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child  and  spouse  that  the  value  of  the  deduction  increases  with  income  and 
therefore  provides  greatest  benefits  to  those  who  need  them  least.   That  system 
has  an  implicit  assumption  that  it  is  more  costly  to  care  for  a  dependent  as 
income  increases.   Put  another  way  the  system  assumes  it  takes  less  to  care  for 
a  child  and  a  family  of  $2,000  income  than  it  does  in  a  family  of  $20,000  of 
income.   While  that  statement  may  be  accurate  in  the  sense  that,  in  fact, 
greater  outlays  are  made  in  higher  income  families  for  dependent  members  because 
of  the  availability  of  more  income,  the  writer  rejects  its  thesis  on  the  grounds  that  it 
indicates  that  those  with  less  income  justifiably  are  less  well  cared  for  and  that  it 
ignores  the  fact  that  the  additional  expenditures  in  higher  income  families  are  in- 
creasingly discretionary.   Even  where  that  not  so  it  is  the  writer's  opinion  that  the 

tax  system  should  strive  to  assist  those  with  less  income  rather  than  those  with  more 
income  in  the  spirit  of  redistribution  which  is  a  basic  assumption  of  this 

study.   The  writer  therefore  rejects  the  proposition  that  dependency  obligations 

increase  at  the  same  rate  as  do  marginal  rates  of  tax,  the  inarticulate 

premise  of  the  current  system  of  deductions.   In  order  to  demonstrate  the 

problem  vividly,  the  following  table  compares  the  value  of  $3,838  of  personal 

deductions  (sub-division  C  of  the  Act)  at  various  income  levels.   The  amount 

represents  the  normal  deductions  available  to  a  married  person  with  two  children. 
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Similarly,  in  1972,  a  deduction  of  $1,350  for  marital  status  had  a 

value  (excluding  provincial  tax)  of  $139  to  a  spouse  with  $800  of  income; 
$248  to  a  spouse  with  $5,000  of  income;  and  $635  to  a  spouse  with  $65,000  of 
income.   Including  provincial  tax  at  30%  of  federal  those  values  respectively 
would  be  $181,  $369  and  $825. 

The  proposal  made  in  the  preceding  chapter  to  use  tax  credits  and  zero 
rate  brackets  rather  than  deductions  eliminates  these  problems.   In  both  cases 
rather  than  the  value  being  determined  by  the  highest  marginal  rates  of  the  tax- 
payer they  represent  a  fixed  dollar  amount  to  the  taxpayer.   Indeed,  a  tax  credit 
represents  a  higher  percentage  reduction  in  income  the  lower  one's  income. 
A  system  geared  to  relieving  low  rather  than  high  incomes  would  strive  for 
just  such  a  result. 

TAX  AVOIDANCE  SCHEMES  AND  THE  SYSTEM'S  REPONSES 
General 

To  this  point  the  evaluation  of  the  current  system  has  focused  on  those 
circumstances  where  income  is  split,  regardless  of  the  reason  or  rationale  for  that 
split.   It  is  obvious  that  the  results  in  the  foregoing  discussion  could  be 
hypothetically  those  resulting  from  the  legitimate  earning  of  income  from  labour 
by  various  unit  members  in  arm's  length  relationship  to  those  from  whom  the 
income  is  earned.   There  is  of  course  the  other  possibility  as  well.   In  order 
to  take  advantage  of  the  distortions  in  the  system  referred  to  above  it  is 
common  practice,  particularly  amongst  taxpayers  of  higher  income  from  business 
or  property  sources,  to  attempt  to  so  arrange  their  affairs  as  to  take  advantage 
of  the  benefits  of  income  splitting.   The  ingenuity  of  taxpayers  and  their 
advisors  alike  in  facilitating  these  plans  can  only  be  described  as  exceptional. 
At  the  root  of  income  tax  avoidance  planning  is  the  judicial  pronouncement 
that: 
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"Every  man  is  entitled  if  he  can  to  order  his  affairs  so 
as  that  the  tax  attaching  under  the  appropriate  Acts  is  less 
than  it  otherwise  would  be.   If  he  succeeds  in  ordering  them 
so  as  to  secure  this  result,  then,  however  unappreciative 
the  Commissioners  of  Inland  Revenue  or  his  fellow  taxpayers 
may  be  of  his  ingenuity,  he  cannot  be  compelled  to  pay  an 
increased  tax."(-^-^) 

In  response  to  the  ingenuity  of  taxpayers  the  draftsmen  of  the  Income 
Tax  Act  have  themselves  attempted  to  be  ingenious.   It  would  probably  be 
appropriate  to  say,  however,  that  notwithstanding  the  excellent  ingenuity 
demonstrated  by  such  draftsmen  in  winning  battles,  taxpayers  continue  to  advance 
in  the  war.   This  section  of  the  study  will  canvass,  in  general,  the  types 
of  schemes  attempted  by  taxpayers  in  the  family  context  to  reduce  income  tax, 
the  response  of  the  system  to  such  attempts  and  suggestions  for  further  amendments. 
However,  since  income  splitting  is  at  the  root  of  virtually  all  family  tax 
planning  and  since  patchwork  amendments  are  unlikely  to  prevent  even  flagrant 
examples  in  any  significant  degree,  it  is  the  writer's  view  that  adoption  of  an 
alternative  tax  unit  with  aggregation  of  income  is  the  most  appropriate 
response.   Even  at  that,  the  writer  is  not  certain  that  ingenuity  will  not 
exceed  aggregation.   While  the  answer  to  that  question  is  only  in  the  future  it 
can  be  said  that  aggregation  cannot  worsen  the  existing  situation. 

There  are  several  ways  in  which  a  spouse  (for  illustrative  purposes  the 
spouse  desiring  to  split  income  off  to  another  hereafter  will  be  referred  to  on 
occasion  as  the  husband)  may  attempt  to  split  income  from  employment,  business, 
property  or  capital  gains  on  the  disposition  of  property  to  another   spouse 
(hereinafter  sometimes  referred  to  as  the  wife).   The  essential  objective  of  all 
such  schemes  is  to  split  the  income  with  the  consequent  lowering  of  marginal 
rates  and  proliferation  of  deductions  referred  to  earlier.   A  corollary  purpose 
normally  is  to  plan  one's  estate  so  as  to  vest  property  and  assets  in  the  hands 
of  a  family  member  of  lesser  wealth  and  hopefully  longer  life  expectancy  with 
the  objective  of  reducing  or  eliminating  gift  or  succession  taxes.   Often,  income 
splitting  is  carried  on  not  only  between  spouses  but  between  other  members  of 
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the  nuclear  family  as  well  as  their  descendants.   Similarly,  very  often 
the  object  of  estate  planning  is  to  vest  assets  in  children  or  grandchildren 
or  even  great  grandchildren  so  as  to  avoid  taxation  on  subsequent  successions 
cf  the  property.   This  practice  is  often  referred  to  as  "generation  skipping". 
Currently,  from  a  federal  perspective  such  transactions  are  intended  not  to 
avoid  gift  and  succession  taxes  but  to  attempt  to  avoid  successive  deemed 
realizations  of  the  fair  market  value  of  property  on  death  with  consequent 
income  from  capital  gains  and  recapture  of  capital  cost  allowances  on  depreciable 
property. 

There  are  four  general  types  of  transactions  available  for  these 
purposes.   Normally,  beneficial  results  for  both  income  tax  planning  and  estate 
planning  are  present  in  each  of  them  since  the  object  of  the  transactions  is  to 
vest  either  property  or  income  in  another  family  member  which  both  reduces  the 
marginal  rates  of  tax  applicable  to  it,  at  the  same  time  that  it  passes  from 
the  estate  of  the  transferor.   At  least,  the  value  of  the  estate  of  the  transferor 
is  frozen  at  an  amount  equal  to  the  consideration,  if  any,  payable  at  the  time 
of  the  tax  planning  transaction. 

First,  there  is  the  payment  of  wages  by  one  spouse  to  another  or  to 
another  member  of  the  nuclear  family  in  expectation  of  obtaining  a  deduction  in 
computing  the  business  or  property  income  of  the  husband  (Section  18(1) (a)  of 
the  Act)  and  concurrently  having  the  amount  included  in  the  income  of  the  wife  or 
child,  with  tax  payable  at  much  lower  marginal  rates  and  subject  to  increased 
exemptions. 

The  second  transaction  relates  to  attempting  to  share  business  income  on 
a  proprietary  basis  with  other  family  members.   Similarly,  there  is  often  an 
attempt  to  share  the  income  from  property  on  a  proprietary  basis.   Normally, 
the  vehicles  used  to  accomplish  these  ends  are  a  partnership,  a  corporation  or 
a  trust.   The  object  of  each  is  to  allow  the  equity  of  the  proprietary 
interest  to  build  up  in  the  estate  of  the  less  wealthy  or  more  junior  member  of 
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the  family  to  avoid  deemed  realizations  and  succession  taxes  on  death,  while 

at  the  same  time  to  have  the  income  from  these  ventures  taxed  at  lower  marginal 

rates. 

The  third  general  type  of  transaction  involves  the  outright  transfer  of 

property  to  a  spouse  or  another  member  of  the  nuclear  family  with  the  twin 

objectives  of  reducing  rates  of  tax  and  decreasing  the  estate  of  the  transferor 

and  increasing  the  estate  of  the  transferee.   Often  either  a  corporation  or  a 

trust  is  used  as  an  intermediate  vehicle  to  accomplish  this  purpose,  particularly 

in  the  case  of  younger  children,  in  order  to  ensure  that  at  the  same  time  that 

the  tax  benefits  of  such  transfers  are  achieved,  a  certain  degree  of  control  over 

the  destiny  of  the  business  or  property  or  fortune  remains  in  the  father/husband. 

Indeed,  one  of  the  most  frequent  concerns  of  father/husband  is  to  maintain 

control  over  his  assets,  even  after  death,  although  he  is  less  concerned  with 

allowing  legal  title  and  rights  to  income  to  accrue  to  other  members  of  the  nuclear 

family.   Recent  jurisprudence  has  limited  the  estate  planning  efforts  of  earlier 

years  by  laying  down  a  few  guidelines  as  to  the  degree  of  control  which  a 

transferor  must  not  have  over  the  shares  of  a  corporation  or  equity  of  a  property 

(34) 
but  tax  planners  have  found  no  great  difficulty  in  circumventing  these  areas. 

A  more  serious  hinderance  to  effective  estate  planning  today  results  from  the 

deemed  dispositon  rules  of  the  Act  which  require  realization  of  property  at  fair 

market  value  in  the  event  of  a  transfer  th'^reof  to  a  non-arm's  length  person 

other  than  a  spouse.   Often  taxpayers  are  made  shy  of  estate  planning  by  the 

possibility  of  incurring  a  tax  on  accrued  capital  gains  or  recaptured  capital 

cost  allowances  in  the  case  of  depreciable  property,  although,  those  inhibitions 

vary  from  taxpayer  to  taxpayer  and  from  economic  cycle  to  economic  cycle. 

(35) 
The  closer  one's  property  is  to  its  value  on  Valuation  Day     the  less  the 

problem,  since  only  appreciation  in  value  since  that  date  is  taxed.   Furthermore, 

deemed  realizations  are  not  inhibiting  in  the  case  where  a  father  or  husband 
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decides  to  commence  a  new  enterprise  or  purchase  a  new  piece  of  property  and  does 
so  by  vesting  title  from  the  outset  in  his  wife  or  children  or  corporations  or 
trusts  for  their  benefit.   That,  too,  is  estate  planning  in  that  equity  will 
build  in  the  estates  of  the  less  affluent  and  more  junior  members  of  the  family 
at  the  same  time  that  the  benefits  of  income  splitting  will  accrue  to  the 

family  unit.   Deemed  realizations  are  also  no  impediment  on  the  transfer  of 

(  36") 
property  between  spouses. 

Furthermore,  it  is  important  to  note  that  when  the  federal  government 
abdicated  the  gift  and  estate  tax  field  at  the  end  of  1971  one  of  the  reasons  given 
by  it  for  that  abdication  was  that  the  new  tax  on  capital  gains  would  at  maturity 
accomplish  somewhat  the  same  purpose.   However,  that  observation  was  fallacious. 
By  providing  that  only  appreciation  in  capital  subsequent  to  Valuation  Day  was  to 
be  recognized  as  income  in  the  new  system  and  by  providing  that  the  recipients 
of  gifts  or  bequests  (with  few  exceptions)  take  a  cost  base  equal  to  the  fair 
market  value  of  property  gifted  or  bequeathed  it  was  ensured  that  the  value  of  the 
existing  capital  stock  or  wealth  as  of  those  dates  in  Canada  (subject  only  to 
loss  fluctuations)  would  pass  tax  free  in  the  federal  system  in  perpetuity. 
Thus,  though  there  may  be  income  generated  from  deemed  realization  of  capital 
gains  accrued  since  those  dates  in  the  event  that  a  property  is  transferred 
between  members  of  the  nuclear  family  (other  than  a  spouse) ,  there  will  be  no 
such  tax  on  the  value  of  that  wealth  or  property  which  existed  at  the  end  of  1971. 

Henceforth,  the  writer  will  concentrate  on  the  income  tax  aspects  of 
tax  planning.   However,  by  way  of  general  comment  it  can  be  said  that  given  the 
adoption  of  the  family  unit  as  a  unit  of  tax  assessment  liability  and  the 
introduction  of  a  tax  on  gifts  and  bequests  of  property  from  generation  to 
generation  (and  on  the  departure  from  the  unit  of  a  child  who  was  formerly  a  member 
of  that  unit) ,  the  inequities  of  estate  planning  could  be  largely  overcome 
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(although  no  anti-avoidance  plan  seems  to  be  perfect  or  all-encompassing) . 
At  least  at  the  time  of  succession  or  at  the  time  a  child  leaves  the  home  a  tax 
would  be  paid  on  assets  derived  by  a  taxpayer  from  sources  other  than  his  own 
earned  income  or  derived  in  a  manner  which  itself  had  borne  a  tax  at  the  time 
of  the  receipt  of  a  gift  or  bequest.   Then,  whether  it  be  a  transfer  of  property 
or  the  purchase  of  a  property  initially  in  the  name  of  a  child  a  day  of 
reckoning  would  arrive. 

The  Income  Tax  Act  contains  several  provisions  aimed  at  preventing,  or 
at  least  mitigating,  the  effects  of  tax  avoidance  planning  through  income 
splitting.   Indeed,  the  existence  of  these  provisions  can  in  a  sense  be  taken 
as  a  measure  of  the  economic  and  social  fabric  of  the  family,  else  the  provisions 
would  not  be  required. 
Arm's  Length 

Very  often  the  provisions  of  the  Income  Tax  Act  designed  to  prevent 
income  splitting  refer  specifically  to  either  a  spouse  or  to  a  member  of  the 
nuclear  family.   However,  on  occasion  members  of  the  nuclear  family  are  lumped 
together  with  other  persons  whose  relationship  to  the  taxpayer  is  so  close  as 
to  require  recognition  that  the  normal  rules  of  the  marketplace  will  not  be 
operative  in  their  transactions.   Thus,  persons  who  are  so  minded  can 
manipulate  market  transactions  so  as  to  produce  beneficial  tax  results  for  one 
or  both  parties.   The  term  applied  to  persons  within  this  category  is  that  they 
do  not  deal  with  each  other  at  "arm's  length".   While  the  Act  does  not  contain 
a  comprehensive  or  all  inclusive  definition  of  that  term  it  does  provide  in 
Section  251(1) (a)  that  related  persons  are  deemed  not  to  deal  with  each  other 
at  arm's  length  and  in  section  251(1)  (b)  that  it  is  a  question  of  fact  whether 
unrelated  persons  deal  with  each  other  at  arm's  length.   Related  persons  are 
defined  in  Section  251(2)-(6).   (See  Appendix  A).   In  the  context  of  this  study 
the  most  important  aspects  of  those  definitions  are  the  fact  that  the  term 
"related  persons"  includes  all  individuals  related  to  each  other  by  blood 
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relationship,  marriage  or  adoption;  a  corporation  and  a  person  or  a  related  group 
that  controls  the  corporation;  and  corporations  which  are  subject  to  common 
control. 

Therefore,  it  is  unquestionable  that  spouses  and  children  and  grandchildren 
etc.  do  not  deal  with  each  other  at  arm's  length.   This  has  important  consequences, 
as  will  be  seen,  in  the  anti-avoidance  provisions  of  the  Act.   Note  here  should 
be  taken  that  members  of  the  nuclear  family  are  "deemed"  not  to  deal  with 
each  other  at  arm's  legnth.   That  term  has  been  defined  as  an  irrebutable 

presumption  even  though  in  fact  such  persons  may  be  standing  on  their  strict 

(37) 
rights  in  the  truest  sense  of  free  enterprise. 

One  could  therefore  take  the  position  that  the  arm's  length  concept,  to 

the  extent  that  it  imposes  a  standard  or  standard  of  care  on  persons  falling 

within  its  definition  different  than  that  which  is  expected  of  persons  dealing 

with  each  other  at  arm's  length,  is  onerous  and  repressive  to  the  family.   On 

the  other  hand,  the  justification  for  its  breadth  and  its  presumptiveness  presumably 

is  that  the  revenue  authorities  have  never  been  able  to  match  the  ingenuity  of 

the  taxpaying  population  ^^^  their  tax  advisers.   The  authorities  particularly 

would  have  difficulty  with  a  concept  which  in  each  case  would  require  factual 

findings  of  close  relationship  between  persons  who  in  the  normal  course  of  events 

one  would  have  thought  were  close  at  any  rate.   Some  of  the  provincial  gift 

tax  and  succession  duty  legislation  recently  enacted,  nonetheless  adopts  that 

standard.   For  example,  the  Manitoba  Succession  Duty  Act  provides  as  follows: 

"For  the  purposes  of  this  Act,  persons  shall  be  deemed  to  be  dealing 
at  "arm's  length"  when  each  stands  upon  the  strict  letter  of  his 
rights  and  conducts  his  business  in  a  formal  manner  without  trusting 
to  the  other's  fairness  or  integrity  and  without  being  subject  to 
the  other's  control  or  overmastering  influence. " (38) 

There  are  two  directions  of   reform  that  may  be  taken.   The  first  would 
be  to  limit  the  presumptiveness  of  the  concept,  in  the  manner  of  the  foregoing 
succession  duty  provision,  so  that  each  case  would  depend  on  its  facts  and 
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ultimately  an  appellate  court  could  render  its  decision.   Or,  it  may  be  accepted 
that  certain  very  close  relationships,  i.e.  the  nuclear  family  are  inherently 
so  close  that  the  presumption  should  remain  irrebuttable,  although  the  wider 
relationships  of  the  extended  family  could  depend  on  the  existence  of  facts 
showing  a  non-arm's  length  relationship. 

The  writer  favours  the  maintenance  of  the  irrebuttable  presumption  in 
the  case  of  transactions  between  members  of  the  nuclear  family  and  ancestors 
and  descendants  in  a  lineal  line.   The  administration  of  the  system  would  suffer 
markedly  in  any  other  case.   There  seems  no  good  reason  however,  that  other 
relationships  could  not  be  made  a  question  of  fact  for  negotiation  between 
taxpayers  and  Revenue  Canada  and  ultimately  for  decision  by  the  court.   Which- 
ever the  solution,  the  onus  of  proof  should  remain  on  the  taxpayer  as  is  the 

(39) 
present  case. 

Income  Splitting 

There  are  then  several  provisions  of  the  Act  which  are  designed  to 

prevent  the  splitting  of  employment  or  business  income  amongst  the  family. 

Employment  income  is  unquestionably  the  most  difficult  form  of  income  to  attempt 

to  income  split  by  tax  planning.   The  Sura  decision  in  a  sense  can  be  taken 

to  stand  for  the  proposition  that  it  is  he  who  earns  the  income  who  must  bear 

the  tax  liability  on  it.      Furthermore,  Sec.  56(A)  of  the  Act     prevents 

income  splitting  by  the  transfer  or  assignment  to  a  non-arm's  length  person 

of  rights  to  income,  other  than  income  from  property  where  the  property  has  also 

been  transferred  (which,  theoretically,  the  attribution  provisions  of  Sections 

74  &  75  should  pick  up  in  any  event) .   The  effect  of  the  provision,  for  the  most 

part,  is  to  prevent  family  members  from  assigning  income  earned  by  one  of  it's 

members  to  others  within  the  unit.   It  would  apply  to  all  forms  of  income  but 

its  effect  is  primarily  felt  in  the  area  of  earned  income.   It  is  unclear  on 

reading  the  provision,  however,  whether  the  section  is  broad  enough  to  encompass 

attribution  of  income  back  to  the  transferor  or  assignor  in  the  event  that  the 
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transfer  or  assignment  has  taken  place  In  a  year  preceding  the  earning  of  the 
income.   Thus  for  example,  if  in  1975  the  taxpayer  assigns  his  wages  for  1976  to 
his  wife  there  is  some  doubt  that  the  trasnaction  would  be  covered  by  the  words 
of  Section  56(4).   The  dilemma  arises  from  the  fact  that  the  section  relates  to 
an  assignment  before  the  end  of  "a"  taxation  year  of  amounts  that  would  have 
been  included  in  the  transferor's  incomefor  "the"  taxation  year.   It  is  unclear, 
therefore,  whether  "the"  taxation  year  is  required  to  be  the  same  year  as  the  one 
in  which  the  income  is  assigned.   A  housekeeping  amendment  to  make  this  section 
more  explicit  perhaps  would  be  desirable. 

Furthermore,  Section  56(2)  of  the  Act  includes  in  the  income  of  a  taxpayer, 
who  has  made  or  concurred  in  a  payment  or  transfer  of  property  giving  rise 
to  a  benefit  to  some  other  person,  an  amount  equal  to  what  would  have  been 
included  in  his  own  income  if  that  same  payment  or  transfer  had  been  made  to  him. 
The  section  is  not  itself  a  charging  provision  but  can  be  used  with  other 
provisions  of  the  Act  to  prevent  the  exclusion  or  shifting  of  income  by 
payments  or  transfers  which  would  otherwise  be  quite  acceptable  within  the  context 
of  the  family  as  a  social  and  economic  unit.   The  classic  case  of  its  use 
is  to  prevent  the  assets  of  a  corporation  being  distributed  to  non-shareholder  or 
non-employed  family  members  when,  say,  the  father  of  the  family  unit  is  the 
controlling  shareholder  of  the  corporation.   The  section  in  such  cases  would 
include  in  father's  income  the  value  of  any  benefits  conferred  on  other  family 
members  by  the  corporation  just  as  Section  15  of  the  Act  would  have  included 

such  benefits  in  father's  income  if  those  benefits  had  been  conferred  directly 

(42) 
on  him.      However,  the  comments  that  follow  later  herein  dealing  with  the 

definition  of  the  words  "payment  or  transfer"  are  also  relevant  here  in  that  it 

may  be  possible  for  a  corporation  to  "loan"  property  on  a  long  term  basis  to  family 

members  and  avoid  the  implications  of  the  section.   Another  housekeeping  amendment 

might  make  explicit  that  a  "loan"  is  to  be  considered  a  payment  or  transfer  of 

property  within  the  terms  of  the  section. 
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However,  while  the  provisions  above  referred  to  may  prevent  the  transfer 
of  employment  income  directly  to  members  of  the  nuclear  family  in  order  to 
accomplish  income  splitting  benefits,  the  system  is  not  completely  protected 
from  such  efforts.   Because  the  courts  have  been  willing  to  allow  taxpayers 

who  are  earning  essentially  employment  income  to  incorporate  and  have  that  income 

(43) 
earned  by  a  corporation     and  since  the  shareholders  of  such  corporations,  or 

employees  performing  nominal  duties,  may  be  members  of  the  nuclear  family  it 

is  possible  to  effect  an  income  split  within  the  family  unit  by  the  payment  of 

dividends  or  salary  to  such  family  members  by  the  corporation.   Effectively,  on 

corporate  incomes  less  than  $100,000  annually  it  is  possible  to  use  the  corporation 

as  an  intermediate  vehicle  to  accomplish  income  splitting  in  exactly  the  same 

fashion  as  if  the  income  had  been  directly  transferred  to  the  individual  members 

of  the  nuclear  family.   Indeed,  because  of  some  inconsistencies  in  the  taxation 

of  corporations  and  their  corporate  distributions  there  may  sometimes  be 

benefits  to  funnelling  the  income  through  a  corporation  rather  than  having  it 

(44) 
earned  directly  by  the  shareholders.      Adoption  of  the  family  unit  would  nullify 

the  effects  of  such  transactions.   Short  of  adoption  of  the  family  unit  attempts 

at  piecework  amendments  of  the  Act  are  likely  to  be  overly  complex  and  not 

particularly  effective  in  preventing  such  activities. 

Another  income  splitting  approach  taken  by  taxpayers  in  relation  to 

business  income  is  the  formation  of  a  partnership  comprised  of  members  of  the 

nuclear  family.   The  tax  system  deals  with  such  attempts  in  three  ways.   The 

first  is  that  the  courts  do  occasionally  subject  such  partnership  arrangements 

to  close  scrutiny  to  ensure  that  they  are  actual  partnerships  as  opposed  to 

(45) 
transparent  artificialities.   So  for  instance  in  the  case  of  Shields  v.  M.N.R. 

the  Exchequer  Court  of  Canada  found  that  an  apparent  partnership  between  father 

and  son  was  a  sham  and  attributed  the  income  thereof  to  the  father.   Such 

decisions  have  been  few  and  far  between. 
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A  second  response  in  the  system  is  to  be  found  in  Section  74(5)  of  the 
Act  which  gives  to  the  Minister  of  National  Revenue  discretionary  power  to  deem 
the  business  income  of  a  partnership  carried  on  by  husband  and  wife  to  belong 
for  tax  purposes  to  one  or  other  of  the  spouses.   No  guidelines  for  the  exercise 
of  that  discretion  are  set  forth  in  the  Act.   Indeed  the  discretion  is  virtually 
unlimited.   In  the  event  that  the  marital  unit,  at  least,  were  adopted  the 
provision  would  no  longer  be  required  and  could  be  repealed.   In  the  event  that 
alternative  tax  units  are  not  defined  then  it  is  likely  that  the  provision  is 
required  to  remain  in  the  system  to  prevent  the  more  artificial  income  splitting 
attempts  which  in  form  meet  legal  requirements.   At  some  point  the  concept  of 
discretion  in  the  Minister  of  National  Revenue  is  required  in  many  areas  of  tax 
law  in  order  to  avoid  constant  amendment  and  further  complication  of  the  income 
tax  system.   However,  the  price  paid  for  effectiveness  may  be  arbitrary  judgment 
and  horizontal  inequity. 

The  third  response  in  the  system  came  with  the  major  amendments  of  1971 
and  1972.   It  is  contained  in  Section  103  of  the  Act  which,  in  effect,  provides 
that  where  the  principal  reason  for  a  partnership  sharing  agreement  may  reasonably 
be  considered  to  be  the  reduction  or  postponement  of  tax  an  assessment  may  issue 
to  reallocate  that  sharing  in  a  reasonable  manner.   The  assessment  would  be 
appealable  to  the  courts  in  the  normal  way.   There  is  as  yet  no  jurisprudence  of 
significance  dealing  with  the  section  and  its  impact  is  not  known.   However,  it 
is  not  likely  to  be  given  very  wide  ambit.   Its  intended  effect  is  not  simply 
for  members  of  the  nuclear  family  but  for  all  partnerships.   Indeed,  it 
appears  that  since  the  operation  of  the  section  is  not  restricted  to  people  not 
dealing  at  arm's  length  it  was  probably  framed  with  partnerships  of  members  of 
the  nuclear  family  as  but  a  secondary  thought.   Once  again,  adoption  of  the 
family  unit  would  overcome  the  problem  at  least  as  between  members  of  the  nuclear 
family  until  the  age  of  independence. 
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It  will  be  seen  in  the  following  discussion  of  the  usefulness  of  the 
corporation  in  tax  planning,  however,  that  the  problems  of  discretionary  re- 
allocation of  partnership  profits  between  spouses  can  be  overcome  by  the 
intermediacy  of  a  corporation  in  which  the  shareholders  are  the  spouses  in 
exactly  the  same  ratio  as  would  have  been  the  case  in  an  ordinary  partnership. 

In  order  to  attempt  to  block  splitting  of  income  from  business  or 

property,  but  essentially  business  income,  the  Act  sometimes  prevents  the  deduction 

(47) 
of  remuneration  paid  to  a  spouse  as  an  expense  in  computing  income.   Normally 

remuneration  paid  in  the  process  of  earning  income  is  deductible  to  the  payor 

and  included  in  the  income  of  the  payee.   In  the  event  that  the  expense  is 

unreasonable.  Section  67  of  the  Act  restricts  the  amount  of  deduction  that  can 

be  taken,  but  that  section  is  not  specifically  aimed  at  members  of  the  nuclear 

family  although  it  would  apply.   Similarly,  Section  245(1)  prevents  the 

deduction  of  an  expense  which  would  unduly  or  artifically  reduce  income.   For 

the  most  part   these  sections  have  not  been  applicable  in  transactions  involving 

members  of  the  nuclear  family  and  on  the  infrequent  occasion  when  attempts  have 

been  made  to  so  use  them  they  have  usually  failed. 

The  Act  specifically  prohibits  the  deduction  as  an  expense  of  remuneration 

paid  by  a  spouse  to  a  spouse  or  by  a  partnership  in  which  a  spouse  was  a  partner 

to  that  partner's  spouse.   These  provisions  are  contained  in  Section  74(3)  and  (4) 

of  the  Act.   In  the  case  of  payments  of  remuneration  by  a  partnership,  the  expense 

denial  is  limited  to  that  proportion  of  the  remuneration  that  the  interest  of  the 

partner/spouse  in  the  partnership  is  of  the  interest  of  all  partners.   To  be 

consistent  the  Act  provides  in  those  sections,  and  in  Section  6(8),  that 

remuneration,  the  deduction  for  which  is  prevented,  is  deemed  not  to  be  income 

of  the  recipient  spouse.   It  should  be  noted,  of  course,  that  the  deduction  is 

denied  though  the  spouse  may  well  have  performed  services  of  a  value  equal  to  the 

remuneration.   The  thesis  of  the  Act  here  seems  to  be  that  it  is  administratively 

too  difficult  to  separate  legitimate  from  illegitimate  cases  and  all  are 
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therefore  lumped  together  in  one  bunch.   The  effect  of  the  provisions  is  to 
prevent  income  splitting  between  spouses  since  the  income  earned  by  the  husband 
will  be  taxable  to  him  without  deduction. 

It  is,  however,  fairly  easy  to  circumvent  the  provisions  of  Sections  74 
(3)  and  74(4).   That  circumvention  is  accomplished  once  again  by  the  inter- 
position of  a  corporation  between  the  spouses.   Thus,  if  the  wife  is  employed 
by  a  corporation  in  which  her  husband  is  a  shareholder,  (though  he  may  own  all  of 
the  shares  of  the  corporation),  there  is  no  inhibition  to  the  payment  to  the 
wife  by  the  corporation  of  a  reasonable  salary  which  salary  is  then 
deductible  to  the  corporation  and  taxable  to  the  wife.   This  plan  also  has  the 
advantage  of  allowing  the  wife  to  become  a  participant  in  the  Canada  Pension  Plan 
as  a  result  of  contributions  on  her  employment  earnings.   She  is  therefore 
given  a  distinct  advantage  over  other  women  who  are  not  so  fortunate  as  to  have 
a  husband  in  business  or  one  who  is  willing  to  pay  the  salary.   Of  course,  in 
the  event  that  the  wife  did  not  provide  services  to  the  corporation  the  expense 
could  be  struck  down  as  unreasonable  or  artificial  as  indicated  above.   However, 
the  question  of  whether  reasonable  services  have  been  rendered  and  to  what 
degree  is  very  difficult  factually  and  the  more  normal  rule  is  that  Revenue 
Canada  exercises  very  little  challenge  in  such  cases. 

Only  in  a  single  decision  has  the  court  struck  down  a  corporate  attempt 

(49) 
to  provide  deductible  wages  to  a  spouse.   In  Murphy  v.  M . N . R . ,  the  husband  was 

a  physician  and  his  wife  a  nurse.   The  scheme  concocted  was  that  the  husband 

retained  a  company  owned  by  his  accountant  to  provide  him  with  the  nursing 

services  of  his  wife.   The  husband  paid  a  fee  to  the  corporation  for  those  services 

which  he  deducted  and  the  wife  took  the  amount  received  by  her  from  the  accountant's 

corporation  into  income.   To  all  intents  and  purposes  the  amounts  involved  were 

the  same  as  if  the  wife  had  been  paid  directly  by  her  husband.   The  scheme  was 

struck  down  by  the  application  of  what  is  now  Section  245(1).   The  court  felt 

the  scheme  was  a  transparent  attempt  to  circumvent  the  prohibitions  of  what  is 
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now  Section  74(3)  and  held  for  the  Minister  of  National  Revenue.   However,  the 
case  had  very  peculiar  facts  and  there  were  obvious  examples  of  artificiality. 
It  is  not  likely  to  affect  most  situations,  particularly  given  the  current 
propensity  of  the  courts  to  adhere  to  the  strict  rule  of  corporate  identity. 

Interposition  of  the  corporation,  of  course,  involves  no  detriment 
other  than  the  initial  cost  of  incorporation  since  to  all  intents  and  purposes, 
for  most  taxpayers  in  most  circumstances,  incomes  of  corporations  and  share- 
holders are  integrated  so  that  on  distribution  of  income  by  the  corporation  to 
shareholders  there  will  have  been  no  tax  penalty  for  having  used  the  conduit. 
Indeed,  both  in  terms  of  actual  tax  and  in  terms  of  the  benefits  of  deferral 
to  be  achieved  from  the  lower  rate  of  tax  paid  by  corporati_ons,  major  benefits 
accrue. 

In  the  event  that  the  marital  unit  were  adopted  the  provisions  of 
Section  74  would  be  unnecessary.   In  the  event  that  they  are  to  continue,  however, 
they  demonstrate  several  inadequacies.   The  first  is  obviously  that  there  should 
be  no  difference  in  treatment  of  a  wife  who  receives  salary  from  a  corporation 
owned  by  her  husband  than  a  wife  who  receives  salary  directly  from  her  husband. 
Therefore,  either  deductions  should  be  allowed  in  both  cases  or  deductions  should 
be  denied  in  both  cases.   In  the  former  case  one  would  have  to  define  the  degree 
of  control  required  by  a  husband  of  the  corporation  in  order  to  prevent 
deduction. 

The  second  observation  is  that  the  Section  has  the  effect  of  discriminating 
against  wives  whose  husbands  are  given  a  rationalization  for  not  paying  them 
salary  for  services  in  that  such  salaries  are  not  deductible.   In  many  parts  of  the 
community  deductibility  for  income  tax  purposes  is  seen  as  the  test  of  the 
appropriateness  of  pajonent.   Adoption  of  the  marital  or  family  unit  would  overcome 
this  problem  and  would  equalize  the  circumstances  by  allowing  the  profit  of  the 
husband's  business  to  be  computed  taking  into  account  the  deduction  of  salary 
paid  to  a  wife  while  including  those  amounts  in  the  wife's  income.   Then  since 
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the  tax  rate  would  be  uniform  for  the  unit  there  would  be  no  revenue  loss. 
In  the  event  of  the  continuation  of  the  individual  as  the  only  unit  of  tax 
liability  perhaps  it  would  be  permissible,  subject  to  administrative  considera- 
tions, to  allow  deductibility  of  wages  paid  to  spouses  with  the  onus  of  proof 
of  the  rendering  of  the  services  remaining  on  the  spouse  recipient.   That  is 
essentially  the  situation  which  now  exists  with  remuneration  received  by  a 
spouse  from  a  corporation  and  there  is  no  reason  not  to  extend  it  to  other 
circumstances.   Unfortunately,  the  administrative  problems  involved  in  such  a 
solution  are  likely  to  cause  continuing  problems  and  inequities  in  the  system. 

The  present  protections  in  the  Act  do  not  extend  to  other  situations 
which  allow  for  income  splitting  of  business  income  in  similar  economic 
circumstances.   For  example,  as  will  be  see  infra,  a  wife  could  lend  her  husband 
money  and  charge  him  interest.   To  the  extent  that  the  husband  used  those  funds 
for  the  purpose  of  gaining  or  producing  income  for  himself  the  interest  that  he 
paid  to  his  wife  would  be  deductible  to  him  and  would  be  included  in  her  income. 
That  of  course,  is  consistent  with  the  fact  that,  if  the  wife  had  lent  the  money 
at  arm's  length  the  interest  would  have  been  received  by  her  and  not  by  her 
husband.   However,  it  does  represent  a  contradiction  in  that  the  provision  of 
human  resources  bears  adverse  tax  consequences  whereas  the  provison  of  capital 
continues  beneficial  treatment. 

Lastly,  income  splitting  plans  involving  the  payment  of  wages  are  not 
restricted  to  spouses.   Very  often,  wages  are  paid  to  other  members  of  the 
nuclear  family,  particularly  children  and  there  are  no  prohibitions  on 
deduction  either  from  a  partnership,  corporation  or  proprietorship.   Subject  to 
the  reasonability  tests  therefore,  income  splitting  by  way  of  the  payment  of 
salary  is  easily  accomplished  in  such  cases. 

This  might  be  an  appropriate  point  to  deal  with  the  sometimes 
heard  allegation  that  it  is  more  beneficial  for  taxpayers  to  live  together  unmarried 
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than  to  join  together  as  spouses.   To  the  extent  that  this  reflects  the  fact 
that  if,  say  the  female,  is  employed  by  the  male,  wages  paid  in  the  course  of 
income  producing  activities  will  be  deductible  in  the  event  they  are  not  married 
the  allegation  is  accurate.   It  demonstrates  another  inconsistency  in  the  system 
although  it  is  the  writer's  view  that  the  propensity  to  marry  is  totally 
unaffected.   On  the  other  hand,  the  allegation  is  sometimes  wider.   For  example, 
it  is  sometimes  alleged  that  if  a  man  and  woman  live  together  and  the  man  pays 
the  woman  for  housekeeping  services  that  he  will  be  able  to  deduct  those  payments 
and  she  include  them  in  the  income  i.e.  income  splitting.   Except  in  the  case  of 
child  care  expenses,  (limited  by  Section  63),  that  is  an  inaccurate  observation. 
Only  expenses  incurred  in  the  process  of  gaining  or  producing  income  are 
deductible.   Payments  for  housekeeping  services  and  the  like  would  be  considered 
personal  and  living  expenses,  the  deduction  for  which  is  prohibited  by 
Section  18(1) (h)  of  the  Act.   Thus,  the  economic  benefits  of  living  in  "sin"  are 
not  so  major  as  sometimes  alleged  to  be. 

Lastly,  in  relation  to  the  discretion  in  the  Minister  to  attribute  income 
of  a  partnership  between  spouses  to  one  or  the  other  of  the  spouses  it  should 
be  noted  that  it  has  been  held  that  this  provision  is  applicable  only  to 
"business"  income  and  cannot  be  used  to  attribute  "property"  income  to  one  of  two 
owning  spouses.      Thus,  there  is  an  inherent  inconsistency  in  the  Act  between 
spousal  units  which  earn  business  income  and  spousal  units  which  earn  property 
income  in  partnership.   The  defect  could  be  remedied  by  allowing  or  disallowing 
ministerial  discretion  over  both  or  by  adoption  of  the  marital  or  family  units. 
The  Attribution  Rules 

Prevention  of  the  splitting  of  income  from  property  is  more  specifically 
dealt  with  in  the  Act  by  the  so-called  "attribution"  sections.   These  provisions 
are  designed  to  deal  with  the  problem  of  income  splitting  which  results  from  the 
transfer  of  property  to  either  a  spouse  or  a  minor.   They  have  two  orientations 
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i.e.  prevention  of  the  splitting  of  ordinary  property  income  and  the  prevention 
of  the  splitting  of  income  on  a  disposition  of  property.   The  full  text  of  the 
provisions  (Section  74(1)  and  74(2)  for  spouses;  75(1)  and  75.1  for  children; 
and  75(2)  for  trusts)  is  found  in  Appendix  A.   A  careful  reading  of  the 
actual  provisions  will  reward  the  reader. 

The  effect  of  Section  74(1)  is  well  known.   In  cases  where  property  has 
been  transferred  directly  or  indirectly  to  a  spouse  or  to  a  person  who  has  since 
become  the  spouse  of  the  transferor,  the  income  or  loss  from  the  property  or 
from  property  substituted  for  it  during  the  lifetime  of  the  transferor  while 
resident  in  Canada  and  the  transferee  is  his  spouse  is  deemed  to  be  the  income 
or  loss  of  the  transferor  and  not  of  the  transferee.   In  other  words,  income  or 
loss  from  property  owned  by  one  spouse  cannot  be  transferred  to  the  other  spouse 
merely  by  the  transfer  of  the  property.   Section  75(1)  does  exactly  the  same 
thing  in  cases  of  property  transferred  to  a  person  under  the  age  of  18,  directly 
or  indirectly  by  means  of  a  trust  or  by  any  other  means.   Any  income  or  loss 
from  such  property  (or  substituted  property)  is  attributed  back  to  the 
transferor  during  the  lifetime  of  the  transferor  while  he  is  resident  in  Canada 
unless  the  transferee  has  before  the  end  of  a  particular  year  attained  the  age 
of  18  years.   Once  again  the  income  is  deemed  not  to  be  that  of  the  transferee, 
avoiding  double  taxation.   It  may  be  observed  that  there  is  no  requirement  that 
the  minor  be  dealing  not  at  arm's  length  with  the  transferor.   The  section  is 
unrestricted  in  this  regard. 

Section  74(2)  of  the  Act  is  intended  to  prevent  splitting  between  spouses 
of  income  derived  on  the  disposition  of  property.   The  object  of  such  planning 
would  be  to  transfer  the  property  to  one's  spouse  who  would  in  turn  dispose  of 
the  property  at  arm's  length  realizing  the  accrued  capital  gain  but  taxed  at 
rates  much  lower  than  that  of  the  transferor  spouse,  normally  the  husband. 
The  section  attributes  back  to  the  transferor  capital  gains  net  of  capital  losses 
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on  any  such  transferred  property  disposed  of  in  the  year,  during  the  lifetime 
of  the  transferor,  while  he  is  resident  and  while  the  transferee  is  his  spouse. 
The  provision  attributes  both  capital  gains  and  capital  losses  and  in  both 
cases  deems  them  to  be  those  of  the  transferor  and  not  the  transferee.   The 
section  applies  only  to  income  from  property  transferred  between  spouses  after 
1971.   Thus,  taxpayers  fortunate  enough  to  have  made  their  transfers  prior  to 
1971  will  be  unaffected  by  the  provision  (to  avoid  retroactivity  of  the 
amendment) . 

Section  75(2)  attributes  income  in  certain  "trust"  situations.   The 
section  essentially  provides  that  where  property  is  held  in  trust  or  on  conditions 
so  that  it  or  property  substitued  for  it  may  revert  to  the  transferor  of  the 
property;  or  where  the  transferor  retains  the  power  to  determine  at  a  subsequent 
time  the  persons  to  whom  the  property  will  pass;  or  where  during  the  lifetime 
of  the  transferor  the  property  cannot  be  disposed  of  except  with  his  consent  or 
direction,  then  the  income  or  loss  from  the  property  (or  property  substituted 
therefore)  and  any  taxable  capital  gain  or  allowable  capital  loss  from  the 
disposition  thereof  is  deemed  attributed  back  to  the   transferor  during  his 
lifetime  while  he  is  resident  in  Canada. 

Section  75(3)  defines  substituted  property  for  the  purposes  of  all  the 
preceding  provisions  to  include  sequential  substitutions. 

Lastly,  Section  75.1  provides  for  attribution  of  net  capital  gains  or 
losses  back  to  the  transferor  of  property  to  a  child,  but  only  in  a  special 
circumstance.   The  object  of  the  section  is  to  complement  Section  73(3)  of  the 
Act  which  provides  for  an  exception  to  the  general  rule  requiring  deemed 
disposition  of  property  at  fair  market  value  on  a  gift  or  disposition  of  it 
for  inadequate  consideration  to  anyone  other  than  a  spouse.   That  exception  (as 
set  forth  in  Section  73(3))  relates  to  farm  property  used  by  the  transferor  or 
his  spouse  or  his  children  immediately  prior  to  the  transfer.   In  such  cases 
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there  is  a  rollover  of  the  property  to  the  transferee  if  he  is  a  child  of  the 
transferor  (including  a  child  of  a  child  and  a  child  of  a  child's  child). 
In  circumstances  where  a  rollover  is  allowed;  the  transfer  is  made  at  less  than 
fair  market  value;  and  until  such  time  as  the  transferee  attains  the  age  of 
18  years,  there  is  attribution  back  to  the  transferor  of  a  capital  gain  or  capital 
loss  earned  on  the  subsequent  disposition  of  the  property.   However,  with  that  one 
exception  there  are  no  provisions  of  the  Act  which  attribute  to  the  transferor 
capital  gains  or  losses  on  property  other  than  "farm  property"  earned  by  minor 
transferees  on  disposition.   The  justification  for  the  gap  seems  to  be  that  since 
there  is  no  rollover  provided  on  transfers  of  property  by  a  parent  to  his  child 
(Section  69)  other  than  a  partial  rollover  on  death  of  depreciable  property 
(Section  70(5))  it  would  be  unfair  to  attribute  further  gains  or  losses.   The 
writer  is  of  the  view  that  such  rationale  is  weak  given  that  income  from  such 
property  (as  opposed  to  gains  or  losses  on  its  disposition)  continues  to  be 
attributed  back  to  the  transferor  and  given  the  obvious  benefits  of  income 
splitting  in  the  event  of  the  disposition  of  the  property  at  a  value  further 
appreciated  from  the  time  it  was  first  transferred  to  the  minor.   In  respect  of 
this  further  appreciation  there  is  no  justification  for  the  distinction  drawn 
in  the  system. 

Although  the  attribution  sections  involving  transfers  to  minors  are  not 
restricted  to  transfers  within  the  family,  in  practice  they  are  only  so  applied 
by  Revenue  Canada.   However,  it  would  seem  that  a  housekeeping  amendment 
would  be  desirable  whereby  the  effects  of  attribution  on  property  transferred 
to  minors  was  restricted  to  transfers  of  property  not  at  arm's  length. 

The  attribution  provisions  present  an  irony.   For  the  vast  majority  of 
Canadians  who  earn  their  income  by  way  of  employment  they  are  of  minimal  effect. 
On  the  other  hand,  for  the  more  affluent  they  occupy  and  encourage  a  substantial 
amount  of  time  and  effort  on  the  part  of  tax  advisers  who  seek  means  of 
avoiding  them.   Indeed,  the  point  involved  should  not  be  lost.   Tax  planning  and 
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income  splitting  is  essentially  a  phenomenon  of  the  wealthy.  Most  taxpayers 
draw  a  salary  and  have  tax  withheld  at  source.   For  these  taxpayers  i.e.  for 
the  vast  majority  of  Canadians,  tax  planning  is  a  fantasy.   An  acceptable 
rationale  for  reform  then  is  to  equalize  the  situation  between  those  who  can  and 
those  who  cannot  plan  to  avoid  tax.   Notwithstanding  the  small  segment  of  the 
population  that  the  attribution  rules  affect  they  deserve  a  certain  prominence 
in  this  study. 

There  are  several  problem  areas.   The  first  involves  the  definition  of 
the  prerequisite  terminology  used  in  the  provisions  i.e.  a  transfer  of  property 
is  required  to  initiate  attribution  of  the  income  derived  from  the  property 
back  to  the  transferor.   Originally  the  term  "transferred",  as  used,  was  given  a 

wide  and  liberal  definition  encompassing  virtually  any  means  of  accomplishing 

(52) 
the  result,  whether  direct  or  circuitous.      However,  in  more  recent  times  it 

has  received  a  much  more  restricted  interpretation  which  has  resulted  in  large 

tax  avoidance  possibilities.   There  are  two  major  areas  of  concern.   It  is  not 

clear  whether  the  term  "transferred"  includes  a  "sale  for  consideration".   It  is 

all  but  certain  that  it  does  not  include  a  "loan". 

With  regard  to  a  "sale"  the  Canadian  jurisprudence  at  the  Tax  Review  Board 

(53) 
level  is  that  a  sale  is  a  transfer  triggering  attribution.      That  interpretation 

has  also  been  suggested  by  Revenue  Canada  in  regard  to  sales  between  spouses 

(54) 
taking  place  after  1971.      However,  without  rationale,  the  Department  has  taken 

the  position  that  sales  effected  prior  to  1972  at  fair  market  value  do  not  come 

within  the  ambit  of  the  attribution  rules  so  long  as  the  sale  price  was  paid  in 

cash  or  kind  and  not  indirectly  by  the  transferor.   English  jurisprudence  tends 

to  the  interpretation  of  a  transaction  for  value  being  outside  the  scope  of  the 

term  "transfer".   In  St.  Aubyn  v.  Attorney  General,    for  example,  it  was  held 

that  the  payment  of  the  subscription  price  of  shares  did  not  constitute  a 

transfer. 
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The  writer's  view  is  that  it  is  likely  that  higher  Canadian  courts  would 
define  "transferred"  so  as  to  include  a  sale  for  value.   A  housekeeping  amendment 
to  that  effect,  however,  could  put  the  matter  out  of  concern.   The  converse,  of 
course,  is  that  if  a  sale  is  a  transfer,  so  too  must  be  the  payment  of  the 
consideration.   To  the  extent,  then,  that  income  is  derived  it  too  would  be 
attributed  back.   In  the  case  where  the  yield  on  both  the  "property"  and  the 
"consideration"  was  identical  the  effect  of  attribution  would  be  nil. 

The  more  pressing  problem  is  that  a  "loan"  is  excluded  from  the 
definition  of  "transferred".   Both  the  courts  and  the  revenue  authorities 
concur.   In  Departmental  Interpretation  Bulletin  IT-136,     Revenue  Canada 
has  virtually  adopted  the  decision  of  Dunkelman  v.  M.N.R.     and  Oelbaum  v. 

/CON 

M.N.R.  '   which  established  at  the  Federal  Court  level  that  a  "loan"  is  not  a 
"transfer"  for  the  purposes  of  the  attribution  provisions.   The  only  departmental 
qualification  is  that  the  loan  must  be  "genuine"  but  no  quidelines  on  the  ambit 

of  that  term  are  given.   However,  the  fact  that  interest  is  not  required  does 

(59) 
not  affect  the  "genuine"  nature  of  a  loan  transaction. 

The  result,  of  course,  is  a  clear  and  easy  method  of  circumventing  the  effects 
of  attribution.   For  example,  husband  lends  wife  $100,000,  repayable  on  demand, 
without  interest.  Wife  invests  the  funds  and  earns  $10,000  interest  income. 
That  income  will  be  taxed  to  wife,  not  husband,  presumably  at  far  lower  rates. 
If  husband  had  "gifted"  the  funds  to  wife  the  income  would  have  been  attributed 
back  to  him  and  taxed  more  heavily.  Yet  in  both  situations  the  benefit,  in 
identical  terms,  has  accrued  to  the  spousal  unit.   Similar  results  occur  in  the 
case  of  "loans"  to  children. 

Furthermore,  although  the  term  "property"  is  defined  broadly  in 
Section  248(1)  of  the  Act,  there  appears  to  be  at  least  one  loophole.   Dictum  in 
the  decisions  in  Robins  v.  M.N.R.     and  Wertman  v.  M.N.R.     establish  that 

the  term  "property"  as  used  in  the  attribution  provisions  does  not  include  a 
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"business".   This  gap,  confirmed  as  a  matter  of  policy  by  Revenue  Canada, 
leads  to  the  anomaly  that  income  from  investments  transferred  to  a  spouse  or 
child  will  be  attributed  back  to  the  transferor  but  not  so  with  income  from 
a  business.   The  provisions  of  Section  56(4) (supra)  might  apply  but  that  is 
unlikely  since  that  section  deals  with  transfers  of  "the  right  to  an  amount" 
which  probably  is  not  wide  enough  to  encompass  the  transfer  of  a  business.   In 
any  event  the  section  has  not  been  so  used. 

Another  major  loophole  in  the  provisions  is  that  although  transfers  by 
way  of  a  trust  are  caught  within  its  net,  the  same  cannot  be  said  of  tranfers 
of  property  to  corporations  of  which  the  spouse  or  child  are  the  beneficial 

shareholders  because  the  transfer  to  the  corporation  is  not  a  transfer  "to  his 

(  f.'i) 
spouse"  or  "to  a  child",  which  is  a  prerequisite. 

Thus,  property  which  cannot  be  transferred  directly  to  members  of  the 
nuclear  family  without  income  attribution  may  be  transferred  to  intermediary 
corporations  owned  by  those  family  members  without  the  consequent  attribution. 
Because  of  the  integration  of  corporate/ shareholder  investment  income,  and  salary 
income  and  business  income  up  to  $100,000  annually,  the  interposition  of  a 
corporation  is  not  detrimental  but  rather  quite  beneficial.   Furthermore, 
through  the  use  of  a  trust  as  the  shareholder  of  the  corporation  (the  beneficiaries 
of  the  trust  being  the  intended  family  beneficiaries)  or  through  the  use  of 
different  classes  of  shares  of  the  corporation,  the  head  of  the  family  can  through 
"friendly"  trustees  or  "properly  conditioned"  shares  retain  control  of  the 
destiny  of  the  company  and,  in  the  case  of  a  discretionary  trust  even  the 
application  of  the  income  to  the  beneficiaries.   Presumably  Section  75(2)  would 
prevent  the  taxpayer  from  himself  being  the  controlling  trustee,  but  the  concept 
of  "friendly"  trustees  is  well  accepted  in  the  community. 

An  additional  benefit,  of  course,  comes  to  all  of  these  schemes  in 
that  there  is  usually  involved  an  effective  estate  freezing  component  which 
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ultimately  will  reduce  potential  gift  and/or  death  taxes.   The  benefit  accrues 
from  the  fact  that  capital  accretion  to  the  transferred  property,  or  property 
substituted  therefore,  will  accrue  to  the  transferee  family  members  whose  estates 
will  normally  be  less  in  value  and  whose  longevity  will  normally  be  greater. 
On  the  other  hand,  if  estate  planning  is  one's  sole  objective  the  attribution 
sections  can  be  used  to  advantage.   In  such  cases  one  would  transfer  property 
deliberately  to  incur  the  application  of  the  section.   The  estate  of  the 
transferor  would  be  frozen  at  that  point  and  the  Income  from  the  property  would 
accrue,  in  fact,  to  the  transferee  spouse  or  child.   However,  the  estate  of  the 
transferor  would  be  further  decreased  because  the  sections  prescribe  that  the 
transferor  is  liable  for  the  tax. 

The  attribution  provisions,  as  they  now  stand  give  rise  to  other  problems 
and  discriminations.      For  example,  these  sections  apply  only  to  income  from 
property  transferred  by  one  spouse  to  another  or  by  an  adult  (parent)  to  a 
child.   They  do  not  apply  to  property  which  was  purchased  initially  by  the  wife 
or  child  out  of  independent  funds  or  out  of  funds  "lent"  to  them  by  the  husband/ 
father.   Thus,  the  tax  burden  on  an  identical  piece  of  property  will  vary  from 
high  in  the  case  of  attribution  of  income  back  to  husband/father  as  a  result  of 
a  transfer  to  low  in  the  case  of  income  from  identical  property  which  was  not 
received  by  the  wife/child  by  way  of  transfer.   Indeed,  since  _t he  object  of  the 
attribution  provisions  is_to  prevent  income  splitting  in  the  family,  it  is  hard  . 
to  understand  why  the  provisions  apply  only  to  property  that  has  once  been 

transferred. Surely,  the  underlying  rationale  and  theory  of  such  a  system  must 

be  the  economic  and  social  unity  of  the  family  and  the  provisions  should  theref ore 
apply  to  all  investment  income  of  a  family  unit  regardless  of  the  original  source 
of  the  property.   If  the  marital  or  family  units  are  not  adopted  these  sections 
should  be  amended  to  reflect  this  unity  at  least  in  the  case  of  income  from 
property.   In  the  case  of  the  adoption  of  the  units  aforementioned  these  sections 
would  no  longer  be  necessary. 
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Another  anomaly  results  from  the  concept  of  "substituted  property". 

The  definition  given  in  the  Act  is  minimal.   Therefore,  one  is  left  to 

administrative  decision  and  ultimately  judicial  consideration.      The 

administrative  resolution  (accepting  the  judicial)  has  been  determined  in 

Interpretation  Bulletin  IT-136,  as  follows: 

"8.   Income  derived  from  the  investment  or  other  use  of  the 
earnings  from  the  transferred  property  is  considered  to 
be  income  of  the  transferee.   Interest  on  any  interest 
allowed  to  accumulate  is  also  considered  to  be  income 
of  the  transferee,  but  the  interest  being  allowed  to 
accumulate  is  income  of  the  transferor  .... 

14.   Where  a  capital  gain  realized  on  disposition  of 
transferred  property  by  the  transferee  has  been 
attributed  to  the  transferor  and  a  substituted  property 
has  been  acquired  by  the  transferee,  the  funds  represent- 
ing the  portion  of  the  capital  gain  which  accrued  after 
the  property  was  transferred  to  the  transferee  are  not 
considered  as  part  of  the  substituted  property.  ..." 

One  last  confusion.   There  is  a  question  mark  in  these  sections  insofar 

as  they  apply  to  income  derived  by  way  of  recapture  of  capital  cost  allowances 

on  the  disposition  of  depreciable  property.   Since  it  is  only  income  from 

property  which  is  attributed  back  to  the  transferor  it  is  conceivable  that  the 

disposition  of  depreciable  property  under  two  circumstances  may  give  rise  to 

differing  results.   The  first  circumstance  would  be  where  the  property  disposed  of 

clearly  produced  "property  income"  within  the  meaning  of  the  Act.   The  second 

would  be  the  situation  where  the  property  disposed  of  was  used  in  the  course  of 

a  "business"  and  therefore  business  income  was  derived  within  the  meaning  of 

the  Act.   The  former  would  be  attributed,  the  latter  would  not.   The  issue  of 

the  nature  of  "recapture"     is  still  an  open  question.   In  Bessemer  Trusts 

V.  M.N.R.      the  Federal  Court,  in  effect,  held  that  the  character  of  recapture 

is  the  same  as  was  the  character  of  the  enterprise  in  which  the  deduction  for 

the  original  cost  allowances  had  been  taken.   However,  the  case  went  to  the 

Supreme  Court  of  Canada  which  decided  on  other  grounds.   However,  the  interpreta- 

f  68") 
tion  suggested  by  the  Federal  Court  has  been  accepted  by  Revenue  Canada 

ensuring  another  anomaly. 
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Of  more  general  concern  is  the  effect  of  the  attribution  rules  on  the 
family,  particularly  the  marital  unit,  in  the  event  of  marriage,  separation  or 
adoption  of  an  alternative  matrimonial  property  regime.   Property  transferred 
to  an  intended  spouse  qualifies  under  the  sections  and  will  be  subject  to  the 
attribution  rules  after  marriage.   On  separation,  but  before  divorce,  the  income 
from  property  transferred  to  a  spouse  will  continue  to  be  attributed  to  the 
transferor  notwithstanding  the  parties  are  no  longer  cohabiting  and  notwithstanding 
that  the  income  from  the  property  is  being  derived  by  the  transferee  for  her  own 
purposes.   Indeed,  this  can  work  a  hardship  on  the  transferor  who  must  satisfy 
the  tax  bill  out  of  his  own  income  without  reference  to  the  transferred  property. 
It  would  be  more  appropriate,  even  if  the  individual  is  to  continue  as  the  only 
unit  of  taxation,  to  amend  the  sections  to  provide  for  the  obligation  for  payment 
in  the  event  of  legal  separation  to  fall  on  the  transferee.   The  difficulty  is 
in  determining  the  rate  of  tax  to  apply.   If  one  applies  the  top  marginal  rate 
of  the  husband  (as  is  the  case  now)  the  wife  would  feel  a  legitimate  grievance. 
On  the  other  hand,  to  apply  a  lower  marginal  rate  would  be  to  defeat  the  purpose 
of  the  section.   On  balance  it  is  the  view  of  the  writer  that  either  legal 
separation  should  be  recognized  as  breaking  the  attribution  principle  or  the 
income  should  be  taxed  at  an  "average"  rate  to  be  determined.   Thirdly,  in  the 
event  of  the  adoption  of  a  matrimonial  property  regime  attribution  problems 
may  be  involved.   Property  brought  to  the  marriage  and  transferred  thereafter 
consensually  would  cause  attribution  of  income  back  to  the  transferor  while 
similar  property  purchased  during  the  currency  of  the  marriage  but  initially  with 
title  vesting  in  the  spouses  together  would  not.   There  is  an  inherent  discrepancy. 

Similarly,  on  dissolution  of  a  matrimonial  property  regime  during  the  currency 

(69'' 
of  marriage  further  attribution  problems  of  a  similar  nature  may  develop.    '  Indeed, 


the  problems  are  infinite, 
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More  could  be  said  on  the  problems  involved  in  attribution.   The 
fundamental  problem  is  that  the  attribution  rules  seek  by  piecemeal  to  solve  a 
problem  of  income  splitting  which  recognizes  the  unity  of  the  family.   The 
only  model  solution  and  the  one  to  be  preferred  would  be  to  accept  the  unity 
of  the  family  as  a  tax  unit.   Next  in  order  of  preference  for  amendment  would 
be  to  impose  a  system  of  aggregation  of  property  income,  hosoever  derived,  between 
husband  and  wife  and  between  parents  and  dependent  children  (or  perhaps  grandchildren 
and  great  grandchildren  as  well).   At  least,  then,  some  of  the  discriminatory 
aspects  of  the  provisions  would  be  alleviated. 

Attendant  amendments  would  be  to  include  in  the  term  "transfer"  both 
"sales"  and  "loans".   The  term  "loan"  here  probably  should  include  a  "guarantee" 
which  in  most  cases  in  this  area  is  merely  a  substitute  for  an  actual  loan 
between  members  of  the  family.   Rather  than  lending  the  funds  directly,  father 
guarantees  the  loan  at  the  bank.   The  definition  of  "property"  should  be  expanded 
to  make  explicit  that  "businesses"  are  included.   In  order  to  prevent  the  abuses 
occasioned  by  the  intermediacy  of  corporations  these  sections  should  be  amended 
to  include  transfers  not  only  by  way  of  trust  but  by  way  of  corporate  intervention 
as  well.   However,  in  this  latter  regard,  the  rule  of  the  separate  legal 
existence  of  the  corporation  and  its  right   to  the  assets  and  income  of  its 
business  or  property  presents  difficulties.   Probably,  a  trade-off  or  compromise 
is  required  which  would  not  attribute  corporate  income  until  actually  distributed 
to  the  shareholder/transferees.   Thus,  the  benefits  of  deferral  would  be 
available  while  the  corporation  accumulated  the  income  but  that  is  essentially  a 
problem  resulting  from  recognition  of  corporations  as  taxpayers  in  the  system. 
It  is  out  of  context  in  this  study.   Transfers  to  trusts  or  by  way  of  trusts 
are  of  less  concern  because  of  the  provisions  of  Section  75(2)  and  because  of 
the  minimum  tax  rates  now  imposed  on  inter  vivos  trusts  by  Section  122  of  the 
Act. 
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The  least  desirable  alternative  (short  of  doing  nothing)  would  be  not 
to  equalize  the  treatment  of  investment  income  regardless  of  the  source  of  original 
ownership  but  simply  to  make  the  amendments  suggested  in  the  preceding  paragraph. 

Liability  for  Payment  and  Ministerial  Discretion 

Lastly,  Section  160  of  the  Act  makes  the  transferor  and  transferee  jointly 
and  severally  liable  for  the  tax  liability  of  the  transferor  of  property  to  a 
spouse  or  a  person  under  the  age  of  18  years.   In  such  cases  the  parties  to  the 
transfer  are  jointly  and  severally  liable  to  pay  that  part  of  the  transferor's  tax 
for  each  year  equal  to  the  amount  by  which  the  tax  for  the  year  is  greater  than 
it  would  have  been  if  it  were  not  for  the  operation  of  Sections  74  and  75  as  the  case 
may  be,  i.e.  the  tax  on  the  attributed  income.   In  effect,  a  defaulting  transferor 
forces  the  transferee  to  pay  at  his  highest  marginal  rates.   This  section  should 
be  continued. 

The  section  also  makes  the  transferor  and  such  transferees  jointly  and 

severally  liable  to  pay  the  lesser  of  the  transferor's  tax  liability  under  the 

Act  at  the  date  of  a  transfer  of  property  (regardless  of  how  that  tax  liability 

arose)  and  the  value  of  property  transferred.   In  that  regard  it  has  been  held 

(70) 
in  No.  605  v.  M.N.R.  that  it  is  unecessary  for  the  purposes  of  Section  160  that 

the  transferor  be  under  assessment  at  the  time  of  the  transfer.   The  obvious 

intention  of  the  section  is  to  prevent  a  spouse  or  parent  from  disposing  of  his 

property  so  as  to  be  immune  to  execution  by  the  Minister  of  Revenue  Canada  for 

the  amount  of  his  tax  bill.   This  provision  would  be  continued  whether  or  not 

the  marital  and/or  family  unit  were  adopted.   Furthermore,  one  might  well 

observe  that  the  need  for  this  kind  of  provision  speaks  eloquently  for  the  view 

that  the  family  unit  is  a  solid  social  and  economic  unit. 

Before  continuing  on  with  an  analysis  of  the  rules  of  deemed  disposition 

in  the  system  one  last  preventative  device  may  be  referred  to.   Section  274(2) 
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provides  for  ministerial  discretion  in  associating  corporations  where  tax 
avoidance  is  one  of  the  main  reasons  for  the  separate  existence  of  two  or  more 
such  corporations.   It  is  raised  here  because  it  is  not  uncommon  to  attempt  to 
gain  the  benefits  of  several  "small  business  deductions'      through  the 
proliferation  of  as  many  corporations  within  the  family  unit  as  possible.   This 
has  both  income  tax  and  estate  planning  benefits.   In  order  to  avoid  the  control 
test  problems  of  Section  256  of  the  Act  it  is  equally  not  uncommon  to  have 

various  members  of  the  family  own  respectively  and  totally  the  controlling  shares 

(72) 
of  the  proliferated  companies.   As  several  taxpayers  have  discovered     through 

Section  247(2)  the  Minister  may  defeat  such  plans  by  discretionary  association 

of  the  companies  leading  to  only  a  single  small  businss  deduction.   It  is  the 

writer's  view,  although  it  is  not  universally  shared  by  any  means  in  Canada,  that 

ministerial  discretion  ultimately  is  an  effective  and  acceptable  component  of  a 

tax  system  which  cannot  by  piecemeal  amendment  prevent  the  inequities  of  tax 

planning  ingenuity.   So  long  as  that  discretion  is  subject  to  appeal  to  the  courts 

and  so  long  as  the  test  on  appeal  is  the  determination  of  whether  the  purpose 

of  the  transactions  in  question  was  to  avoid  tax  (and  not  some  other  legitimate 

purpose)  the  taxpayer  is  safeguarded. 

Protection  of  Gains  and  Losses 

It  will  be  recalled  that  the  attribution  provisions  of  Sections  74  and  75 
are  intended  to  protect  the  revenue  from  artificial  attempts  to  split  income 
derived  from  property.   In  the  case  of  spouses,  and  in  the  case  of  farm  property, 
the  provisions  go  further  and  prevent  income  splitting  of  gains  realized  on  the 
disposition  of  capital.   However,  the  attribution  sections  do  not  protect 
against  the  aplitting  of  gains  income  with  non-arm's  legnth  persons  other  than 
spouses  (except  in  the  case  of  farm  property).   However,  it  is  an  underlying 
principle  of  the  Act  that  accrued  gains  and  losses  should  be  recognized  and  brought 

into  income  at  the  time  of  a  gift  of  property;  a  sale  for  inadequate  consideration 

(73) 
between  non-arm's  legnth  persons;  an  actual  disposition  at  any  time;     and  at  the 
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time  of  death.   Only  dispositions  to  spouses  and  of  farm  property  to  children 

are  excepted. 

The  Act  therefore  contains  a  series  of  provisions  to  accomplish  these  ends. 

Transactions  at  arm's  length  are  outside  the  scope  of  this  paper.   The  relevant 

provisions  of  the  Act  for  the  purposes  here  are  those  which  have  as  their 

objective  the  following: 

1.  To  prevent  transfers  between  non-arm's  length  persons 

for  consideration  greater  or  lesser  than  fair  market  value 

so  as  to  attempt  to  shift  the  incidence  of  gains  income  or  the 

deduction  of  losses  on  a  disposition  of  property; 

2.  To  ensure  deemed  realization  at  fair  market  value  (with 
few  exceptions  the  most  notable  being  depreciable  property 
on  death)  of  property  succeeding  by  way  of  gift  inter  vivos 
or  on  death; 

3.  To  relieve  property  transfers  between  spouses  of  tax 
consequences  until  such  time  as  a  disposition  takes  place 
to  someone  other  than  a  spouse  i.e.  to  defer  recognition 
of  inherent  capital  gains  or  losses; 

A.   In  the  case  of  farm  property  passing  to  children,  grand- 
children or  great  grandchildren  to  defer  recognition  of 
inherent  capital  gains  or  losses  until  a  subsequent 
dispositon  to  another. 
Like  most  other  parts  of  the  Act  the  complexity  of  these  provisions  is 
severe.   Furthermore,  the  application  of  the  provisions  to  individual  transactions 
and  possible  transactions  is  virtually  infinite.   It  is  the  writer's  intention 

to  deal  with  the  most  significant  aspects  of  the  system  in  order  to  simply  give 

(74) 
a  perspective  to  the  Commission  of  the  role  of  such  provisions  in  the  system. 

Most  of  the  provisions  referred  to  in  the  following  paragraphs  would  be  required 
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regardless  of  the  adoption  of  alternative  units.   Only  the  wording  would  change 
so  as  to  reflect  the  existence  of  alternative  units  and  to  ensure  nil  tax 
consequences  on  "intra-unit"  transfers. 

It  is  through  the  combined  effect  of  Sections  69-73  of  the  Act  and 
Sections  20  and  26  of  ITAR  that  the  system  takes  shape.  That  shape  is  as 
follows: 

1.    Transactions  in  property  between  non-arm's  length  taxpayers  are  generally 
accepted  by  the  system  as  having  taken  place  at  the  time  of  the  actual  disposition 
and  for  the  consideration  actually  agreed  upon  the  parties.   However,  inter  vivos 
dispositions  between  non-arm's  length  persons,  other  than  spouses  and  to  children 
receiving  farm  land,  are  deemed  to  produce  proceeds  of  disposition  for  the 
transferor  equal  to  the  fair  market  value  of  the  property  at  the  time  of  the 
transfer,  the  transferee  taking  an  equivalent  cost  base.   Inter  vivos  dispositions 
of  property  other  than  capital  property  (property  that  will  produce  a  capital 
gain  on  disposition)     to  spouses  also  will  be  deemed  to  go  at  fair  market 
value. 

The  effect  of  the  provisions  is  to  ensure  full  realization  of  gains 
(losses),  ordinary  and  capital,  as  well  as  recapture  of  capital  cost  allowances 
at  the  time  of  a  gift  or  other  disposition  of  property  to  a  non-arm's  length 
person  (e.g.  a  child).   The  one  exception  to  the  foregoing  rule  arises  in  the 
case  of  a  purchase  of  property  not  at  arm's  length  for  a  consideration  less  than 
fair  market  value.   In  that  case  the  vendor  will  be  deemed  to  realize  the  fair 
market  value,  with  consequent  tax  liability,  while  the  purchaser  will  be  restricted 
to  his  actual  cost  base.   Thus,  in  terms  of  cost  base  the  purchaser  who  pays 
something  for  property  is  put  in  a  worse  position  than  one  who  receives  that 
property  by  way  of  gift.   That  is  an  anomalous  result  which  should  be  rectified 
by  amending  Section  69(1) (c)  of  the  Act  to  include  acquisition  of  property  for 
inadequate  consideration  where  the  vendor  has  had  to  realize  full  fair  market 
value.   That  would  equalize  the  two  situations.   The  alternative  would  be  to 
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provide  that  property  received  by  way  of  gift  has  a  cost  base  of  zero  to  the 
donee  so  that  on  subsequent  disposition  the  donee  would  realize  a  capital  gain 
of  the  full  value  of  the  property.   That  is  a  concept  which  the  writer  would 
support  but  which  is  antithetical  to  the  basic  principles  of  the  system  as  it 
now  stands. 

2.    Inter  vivos  dispositions  of  capital  property  and  successions  of  such 
property  on  death  between  spouses  or  to  trusts  exclusively  for  spouses  or  between 
parent  and  child  in  the  case  of  farm  land  are  deemed  (irrebuttably  regardless 
of  actual  consideration)  to  produce  proceeds  equal  to  the  adjusted  cost  base     of 
the  property  to  the  transferor  or,  in  the  case  of  depreciable  property,  proceeds 
equal  to  the  undepreciated  capital  cost  of  the  property.      Thereby  recognition 
of  accrued  gains  or  losses  as  well  as  recapture  of  capital  cost  allowances 
are  partially  deferred  and  the  subsequent  allowances  which  the  successor  can 
take  on  the  depreciable  property  are  limited.   In  effect,  the  tax  position  of 
the  transferor  is  "rolled  over"  to  the  transferee.   The  effect  is  to  postpone 
or  defer  recognition  of  gains  or  losses  or  recapture  until  a  subsequent 
disposition.   Indeed,  in  the  case  of  Interspousal  capital  property  transfers 
(but  not  non-capital  property)  and  transfer  of  farm  property  to  children, 
whether  inter  vivos  or  on  death;  whether  by  way  of  sale,  gift  or  other  disposition; 
and  whether  transferred  directly  to  a  spouse  or  to  a  qualifying  spouse  trust, 
the  system  is  programmed  to  provide  for  deferral  of  recognition  of  gains  or 
losses  or  recapture  of  capital  cost  allowances  which  would  otherwise  be 
occasioned  at  such  times.   A  rollover  is  inevitably  provided.   In  other  words, 
the  basic  premise  of  the  Act  seems  to  be  the  acceptance  of  husband  and  wife  as 
a  single  unit  (and  children  in  the  case  of  farm  land)  and  it  therefore  allows 
such  property  transactions  between  them  to  go  tax  free  while  preserving  the 
inherent  potential  tax  liabilities  for  accrued  capital  gains  (losses)  and 
recapture  (terminal  loss) . 
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A  couple  of  connnents  are  required,  however,  on  some  slight  imperfections 
in  this  part  of  the  system.   To  illustrate  the  point  only  the  inter  vivos 
transfer  between  spouses  will  be  used  but  the  same  problem  relates  to  all 
rollovers  in  the  Act.   The  most  serious  imperfection  lies  in  the  treatment 
afforded  depreciable  property,  eligible  for  a  rollover,  where  that  property  had 
been  acquired  by  the  transferor  after  December  31st,  1971.   In  other  words, 
the  defect  relates  to  property  which  first  came  into  the  unit  after  1971. 
In  such  cases  the  apparent  effect  of  the  provisions  of  the  Act     is  to  cause 
an  artificial  deflation  in  the  cost  base  of  the  property  in  the  accounts  of  the 
recipient  spouse,  thereby  leading  to  potential  double  taxation. 

An  example  would  be  helpful.   Assume  husband  owns  depreciable  property 
purchased  by  him  subsequent  to  1971  which  has  an  adjusted  cost  base  and  fair 
market  value  of  $100  and  an  undepreciated  capital  cost  of  $75.   Husband  then 
either  sells  the  property  to  his  wife  (the  actual  sale  price  is  ignored  by  the 
system)  or  gifts  it  to  her  or  indeed  devises  it  to  her  in  his  will.   Under 
Section  70(6) (d)  (death)  or  73(1) (c)  (inter  vivos)  whichever  is  appropriate,  he 
is  deemed  to  realize  proceeds  of  disposition  equal  to  the  undepreciated  capital 
cost  of  the  depreciable  property  i.e.  $75  thereby  relieving  him  at  that  point  of 
the  necessity  of  realizing  income  either  by  way  of  recapture  or  capital  gain. 
The  wife  on  her  part  is  deemed  by  those  provisions  to  have  acquired  the  property 
at  a  "cost"  or  an  "amount"  equal  to  the  deemed  proceeds  i.e.  $75.   By  virtue 
of  Sections  70(6) (e)  (on  death)  or  73(2)  (inter  vivos)  she  then  is  deemed  to  have 
a  "capital  cost"  equal  to  her  husband's  "capital  cost"  and  to  herself  have  taken 
the  allowances  he  took,  thereby  preserving  the  inherent  recapture  liability 
but  only  for  the  purposes  of  Sections  13  (recapture)  and  20(1) (a) (capital  cost 
allowances)  and  its  supporting  regulations.   Suppose  now  she  sells  the  property 
for  $100.   Theoretically,  if  a  rollover  is  properly  provided  she  should  pay  the 
same  taxes  her  husband  would  have  paid  if  he  had  originally  made  an  arm's  length 
transfer.   Indeed,  she  will  recapture  $25  into  her  income  just  as  he  would  have. 
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To  calculate  her  capital  gain  position,  however,  she  must  first  determine  her 
adjusted  cost  base  in  the  property.   The  adjusted  cost  base  of  depreciable 
property  is  defined  in  Section  5A(a)(i)  of  the  Act  as  the  "capital  cost" 
thereof  but  nowhere  in  the  Act  is  the  term  "capital  cost"  further  defined. 
In  the  present  example  the  "amount" (73(1) (c))  or  the  "cost"  (70(6) (d))  at 
which  she  is  deemed  to  acquire  the  property  is  $75.   If  that  is  her  "capital 
cost",  as  it  would  seem  to  be,  then  she  has  in  addition  to  income  from  recapture 
of  $25,  a  taxable  capital  gain  of  $12.50  (one-half  the  capital  gain  of  $25). 
But,  she  will  also  have  $12.50  more  in  income  than  her  husband  would  have  had 
if  he  himself  had  sold  the  property  at  arm's  length.   It  is  obvious  the  rollover 
has  been  imperfect;  made  all  the  more  ironical  in  the  case  of  an  inter  vivos  trans- 
action by  the  fact  that  the  gain  and  recapture  will  be  attributed  back  to  the  husband 
under  section  74(1)  and  (2). 

The  provisions  of  Sections  20(1)  and  (1.1)  of  ITAR  prevent  the  same 
anomoly  from  occurring  in  those  cases  where  the  transferor  spouse  had  originally 
acquired  the  depreciable  property  prior  to  January  1,  1972.   However,  for 

property  thereafter  acquired,  the  same  problems  arise  in  the  case  of  successions 

(79) 
to  depreciable  property  on  death  to  non-arm's  length  persons,  other  than  spouses, 

as  well  as  a  host  of  other  rollover  situations  in  the  Act. 

There  may  be  several  answers  to  the  problem  in  the  Act  itself  but  none 

of  them  is  certain.   The  most  likely  answers  are  that  the  Act,  in  Section  39 

(l)(a),  excludes  from  the  term  "capital  gain",  amounts  which  would  otherwise  be 

included  under  some  other  part  of  the  Act,  i.e.  "recapture"  under  Section  13(1). 

Furthermore,  Section  4(4)  attempts  to  prevent  interpretation  of  the  Income 

Tax  Act  in  a  manner  which  would  require  amounts  of  income  to  be  included  twice 

under  different  provisions.   It  is  arguable  that  such  would  be  the  case  insofar 

as  the  same  portion  of  the  proceeds  of  disposition  are  being  used  to  determine 

both  the  income  from  recapture  and  capital  gains. 
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3.  Dispositions  on  death  (except  dispositions  of  capital  property  to  spouses, 
or  trust  for  spouses,  and  farm  property  to  children)  are  deemed  to  produce 
proceeds  of  disposition  for  the  deceased  immediately  before  his  death  equal  to 
the  fair  market  value  of  the  property  in  the  case  of  all  property  other  than 
depreciable  property  and  in  the  case  of  depreciable  property  proceeds  equal  to 
the  amount  midway  between  the  undepreciated  capital  cost  of  the  property  and 
its  fair  market  value.      The  effect  of  the  provision  is  to  ensure 
recognition  of  gains  (losses)  at  death  on  all  but  depreciable  property  but  to 
allow  a  partial  deferral  of  recognition  in  the  case  of  depreciable  property  so 
as  to  avoid  concurrent  income  from  capital  gains  and  recapture.   The  successor 
to  the  property  will  take  a  cost  base  equal  to  the  proceeds  which  the  deceased 
is  deemed  to  have  realized,  which  in  the  case  of  depreciable  property,  may 
therefore  involve  a  partial  rollover.   In  other  cases  it  will  be  fair  market 
value. 

4.  There  are  transitional  rules,  occasioned  by  the  imposition  of  the  tax  on 
capital  gains  as  of  January  1,  1972,  designed  to  prevent  retroactivity  of 
the  tax  to  gains  and  losses  accrued  prior  to  that  time.   Specifically,  ITAR 
Section  26(5)  provides  rules  for  the  transfer  of  such  capital  property  other 
than  depreciable  property  in  non-arm's  length  transactions.   Those  rules  have 
as  their  purpose  and  effect  the  prevention  of  the  step-up  of  adjusted 

cost  base  by  non-realistic  non-arm's  length  transactions  prior  to  January  1,  1972 
while  at  the  same  time  preserving  the  benefits  of  the  transitional  median  rule 
(Section  26(3))  for  non-arm's  length  transferees  of  property  (e.g.  family 
members)  after  June  18,  1971.   Similarly,  ITAR,  Section  20(1) (b) ,  inter  alia, 
accomplishes  much  the  same  purpose  for  depreciable  property.   The  ITAR  provisions 
also  have  the  effect  of  preventing  the  artificial  inflation  of  adjusted  cost  base 

in  the  case  of  depreciable  property  owned  by  the  unit  prior  to  January  1st,  1972, 

(81) 
and  transferred  thereafter. 
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5.   Lastly,  the  Act  provides  a  special  rollover     both  on  death  and  inter 

vivos  by  virtue  of  which  accrued  entitlement  to  the  principle  residence  capital 

f  83) 
gain  exemption     can  be  passed  between  spouses  or  to  a  spousal  trust  without 

penalty.   Generally,  gains  on  principle  residences  occupied  by  the  family  will 

go  untaxed  in  the  system. 

Benefits 

An  analysis  of  the  current  tax  system  and  the  family  unit  would  not  be 
complete  without  mention  of  one  further  provision.   Section  2A5(2)  of  the  Act 
is  operative  in  non-arm's  length  situations.   Where  the  result  of  a  transaction 
or  transactions  is  that  a  person  has  conferred  a  benefit  on  another  non-arm's 
length  person  the  person  conferring  the  benefit  is  deemed  to  have  made  a  payment 
to  the  taxpayer  equal  to  the  amount  of  the  benefit  conferred,  which  amount, 
depending  on  the  circumstances,  is  to  be  either  included  in  computing  the 
recipient  taxpayer's  income  for  the  purposes  of  Part  I  of  the  Act;  or  deemed  to 
be  a  payment  to  a  non-resident  person  to  which  Part  XIII  applies;  or  is  deemed 
to  be  a  disposition  by  way  of  gift.   That  section  was  a  much  more  substantial 
provision  in  relation  to  family  affairs  prior  to  1972  when  the  federal  government 
levied  a  gift  tax.   Thus,  the  determination  of  a  benefit  having  been  conferred 
could  have  been  taxed  as  a  gift  under  the  then  provisions  of  the  gift  tax 
provisions  of  the  Act.      Indeed,  some  family  tax  avoidance  transactions  (like 
watering  the  stock  of  father  in  a  family  corporation  in  order  to  allow  his 
children  to  increase  the  value  of  their  holdings)     were  taxed  as  gifts  under 
this  provision.   However,  since  the  federal  government  no  longer  levies  a  gift 
tax  this  section  is  no  longer  a  threat  in  most  of  these  situations.   Most  of  the 
provincial  gift  tax  and  succession  duty  acts  now  have  similar  provisions. 

However,  the  language  of  the  section  is  broad  and  its  scope  of 
application  not  limited  by  jurisprudence.   Therefore,  it  is  conceivable  that  within 
Section  245(2)  lies  an  opportunity  for  Revenue  Canada,  or  the  courts,  to  attack 


-  286  - 
the  more  flagrant  forms  of  income  splitting  devices  used  by  taxpayers.   However, 
it  is  difficult  to  see  that  eventuality  and  therefore  the  provision  cannot  be 
relied  on  to  assist  in  that  effort. 
Summary 

In  summary  it  is  important  to  reiterate  the  role  of  the  corporation  in 
income  tax  planning  for  the  family.   In  the  course  of  the  preceding  paragraphs  it 
has  been  seen  that  the  corporation  can  be  used  as  an  intermediary  to  circumvent 
the  attribution  rules  and  the  non-deductibility  of  salary  to  a  spouse;  to  avoid 
a  discretionary  assessment  of  partnership  business  income  between  spouses  of 
family;  to  provide  a  vehicle  for  the  splitting  of  employment  income  amongst 
family  members;  and  indeed,  to  accomplish  the  splitting  of  income  of  any  kind 

amongst  family  members,  whether  business  or  property.   A  further  example  will 

(ai) 
be  illustrative.      The  individual  non-incorporated  operator  of  a  business 

earning  say,  $50,000,  will  pay  tax  on  that  income  at  marginal  rates  ranging  up 

to  62%,  depending  on  his  province  of  residence.   Marginal  rates  of  50%  (federal 

and  provincial)  will  begin  to  apply  to  taxable  income  of  approximately  $14,000. 

He  may,  of  course,  incorporate  his  business  and  shelter  the  entire  $50,000 

(indeed  up  to  $100,000)  of  income  at  a  federal  corporate  rate  of  25%  (up  to 

28%,  federal  and  provincial,  depending  on  the  province  of  corporate  residence) 

and  obtain  the  benefit  of  tax  deferral  on  the  other  25%  odd  until  such  time  as  he 

might  withdraw  the  funds  from  the  corporation.      If  and  when  he  does  withdraw 

the  funds,  however,  the  integration  system  is  such  that  he  will  pay  virtually  the 

same  tax  that  he  would  have  paid  had  he  not  been  incorporated  in  the  first 

instance.   Thus,  his  benefit  by  incorporation  is  the  benefit  of  tax  deferral.   That 

benefit  is,  of  course,  extremely  valuable  to  the  taxpayer  and  almost  always  worth  the 

incorporation  route  notwithstanding  the  initial  expense. 

Because  of  the  corporate/shareholder  integration  concepts  of  the  Act, 

particularly  the  dividend  tax  credit  of  Section  121  which  allows  approximately 


-  287  - 

$10,000  of  dividends  to  be  received  annually  by  a  shareholder  who  has  no  other  income 
without  the  payment  of  further  tax,  the  income  of  a  small  business  corporation 
can  usually  be  distributed  to  the  members  of  the  nuclear  family,  as  shareholders, 
at  minimal  or  no  tax  cost.   In  most  cases  the  only  effective  tax  cost  is  that, 
to  the  extent  that  either  spouse  or  child  will  then  have  income,  the  father  may 
lose  the  value  of  either  the  marital  status  deduction  or  the  dependency  deduction. 
Subject  to  that  exception,  the  only  tax  cost  that  would  then  have  been  incurred  on 
the  income  will  be  the  25%  rate  already  paid  by  the  corporation  which  has  availed 
Itself  of  the  small  business  deduction  of  Section  125  of  the  Act.   Thus,  the 
effective  rate  of  tax  on  up  to  $100,000  a  year  of  business  income  can  be 
approximately  25%  -  28%  (including  provincial  tax)  given  a  large  enough  family 
unit  of  shareholders  to  whom  to  distribute  those  profits.   More  realistically 
in  a  family  of  five  approximately  $50,000  can  be  distributed  tax  free.   Even  at 
that,  the  additional  amount  of  corporate  income  can  be  distributed  at  less  tax 
cost  than  would  be  borne  by  other  forms  of  income.   Income  in  excess  of  $100,000 
can  often  be  paid  to  spouses  and  children  by  way  of  salaries  (in  reasonable 
circumstances)  to  ensure  that  the  corporate  income  is  not  taxed  at  the  higher 
rate  set  on  corporate  income  over  $100,000,    and  additionally  providing  benefits 
for  such  persons  under  the  Canada  Pension  Plan. 

The  significance  of  the  effective  tax  rate  of  25%  -  28%  is  obvious.   But, 
it  can  be  emphasized  further  by  recalling  that  an  individual  who  alone  earned  that 
same  amount  of  $50,000  of  business  income  either  directly,  or  first  through 
the  medium  of  a  corporation  which  in  turn  distributed  the  funds  to  him  would  have 
marginal  rates  of  up  to  nearly  63%  (depending  on  the  province  of  residence)  apply 
to  that  income  and  an  approximate  effective  rate  of  tax  of  30%  to  40%,  depending 
upon  the  province  of  residence,  family  size  and  income,  etc. 

Of  course,  the  tax  differential  between  the  individual  earner  and  the  unit 
of  family  earners  results  not  directly  from  the  interposition  of  the  corporation 
but  rather  from  the  fact  that  the  nature  of  the  graduated  system  is  such  that  split 
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income  bears  lower  tax.   However,  the  corporation,  or  the  family  corporation, 
offers  a  vehicle  by  which  income  can  be  split  in  circumstances  not  otherwise 
available  (e.g.  employment  income,  salary  to  a  spouse)  with  consequent  reductions 
in  tax  burdens  but  without  any  real  giving  up  of  control  by  th<=  head  of  the 
family  (through  the  use  of  a  trust  and  friendly  trustees;  or  different  classes  of 
shares) ;  in  a  convenient  format  which  allows  simple  reinvestment  of  distributed 
funds  by  the  family  members,  once  again  bringing  assets  under  the  control  of  the 
family  head;  at  the  same  time  that  all  can  enjoy  the  benefits  of  limited  liability; 
and  as  a  by-product  of  which  estate  planning  is  achieved  since  value  will  accrue 
to  the  equity  shareholders  who  will  normally  be  those  of  least  wealth,  longer 
life  expectancies  and  so  on. 

The  plan  is  effective  both  for  business  and  property  income.   In  the 

latter  case  the  abolition  of  the  "personal  corporation"  concept  of  the  old  system 

(91) 
opened  the  doors  wide.   Under  th^  concept  of  the  personal  corporation, 

income  from  investments  earned  by  a  corporation  controlled  by  family  members 

often  was  attributed  to  those  family  members  whether  distributed  or  not.   The 

concept  was  abandoned,  however,  in  the  reforms  of  1972.  Therefore,  so  long  as  the 

planner  ensures  that  the  corporation  is  not  a  sham  and  that  the  investment  in 

shares  made  by  the  family  members  comes  from  funds  which  have  not  been  received 

from  the  head  of  the  family  or  if  received  have  been  received  by  way  of  "loan" 

then  even  distributions  of  dividends  will  not  be  attributed.   Through  the  use  of 

a  trust  as  the  shareholder  of  the  corporation  even  the  as  yet  unborn  issue  of 

the  family  can  participate  in  a  manner  which  allows  them  entry  into  equity  at 

the  appropriate  time  after  birth  without  cost  and  without  capital  gains  income 

consequences. 

For  all  of  the  foregoing  reasons  it  would  appear  once  again  that  adoption 

of  at  least  the  marital  and  preferably  the  family  unit  is  required  to  maintain 

equity  in  the  system  and  to  prevent  artificial  income  splitting  schemes  beneficial 
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to  those  of  affluence  and  sources  of  income  in  property  or  business,  but  denied 
to  the  vast  majority  of  Canadians  who  are  employed  at  rather  smaller  rates  of 
remuneration. 

ALIMONY  AND  MAINTENANCE  PAYMENTS 

For  the  previous  several  pages  of  this  study  much  has  been  said  about  the 
ill  effects  of  income  splitting.   However,  income  splitting  is  not  always  to  be 
regarded  as  an  evil.   One  area  in  which  the  concept  of  income  splitting  may  well 
be  defensible  is  in  its  effect  on  spouses  who  have  separated  or  divorced,  where 
one  is  paying  alimony  or  maintenance  to  the  other  for  the  spouse  and/or  the 
children.   In  order  to  make  the  discussion  more  readable  it  will  be  considered 
hereafter  that  the  person  paying  the  alimony  is  the  husband  and  the  person 
receiving  the  alimony  is  the  wife.   Indeed,  in  most  provinces  that  is  the  only 
situation  in  which  such  payments  would  be  made. 

The  central  characteristic  of  the  treatment  of  alimony  and  maintenance 
payments  in  the  federal  tax  system  is  to  allow  such  payments  to  be  deductible  by 
the  husband  and  to  include  the  payments  in  the  income  of  the  wife.   Only  payments 
made  are  deductible  and  only  those  received  are  included  in  income.   Accrual 
accounting  does  not  operate  in  this  area. 

Deductibility  of  alimony  and  maintenance  payments  is  provided  for  in 
Sections  60(b),  60(c)  and  60.1  of  the  Act.   In  mutual  terms,  inclusion  of  amounts 
deductible  to  the  husband  under  those  sections   in  the  income  of  the  wife  is 
accomplished  by  Sections  56(1) (b),  56(1) (c)  and  56.1.   Although  the  underlying 
concepts  and  provisions  of  the  system  are  the  same  the  provisions  of  Sections  56.1 
and  60.1  introduce  into  the  Act  provisions  which  apply  only  to  payments  made 
pursuant  to  a  decree,  order,  judgment  or  written  agreement  or  a  variation 
thereof  made  after  May  6,  1974.   The  purpose  of  the  amendments  at  that  time  was 
to  overcome  what  was  thought  to  be  a  barrier  under  the  prior   system  wherein 
payments  made  by  a  husband  to  third  parties  on  behalf  of  his  spouse  or  children 
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were  considered  not  to  be  deductible  and  not  to  be  included  in  the  income  of  the 
recipient.   In  fact,  the  legislative  amendments  merely  make  explicit  in  the 

legislation  what  had  already  been  accomplished  in  the  jurisprudence  by  the 

(92) 
Federal  Court  in  Minister  of  National  Revenue  v.  Richard  E.  Hastie. 

Therefore,  this  study  will  proceed  on  the  basis  of  the  system  as  it  applies 

following  May  6,  1974  on  the  assumption  that  it  had  been  the  system  even  before  that 

time.   However,  the  caveat  should  be  registered  that  the  Hastie  decision  represents 

only  the  trial  level  of  the  Federal  Court  and  conceivably  could  be  overturned  by 

subsequent  decisions  by  a  higher  court.   However,  since  the  most  important  part 

of  the  discussion  in  this  area  is  one  of  principle,  that  risk  will  be  taken. 

There  are  essentially  four  requirements  which  must  be  met  in  order  to 
qualify  alimony  as  deductible  to  the  husband  (Section  60(b))  and  taxable  to  the 
wife  (Section  56(1) (b)).   They  are  as  follows: 

a.   The  spouses  must  have  been  living  apart  at  the  time  the 

payment  was  made  pursuant  to  a  divorce,  judicial  separation  or 
written  separation  agreement; 

b.  They  must  have  remained  separated  through  the  remainder  of 
the  year; 

c.  The  payment  must  have  been  made  pursuant  to  a  decree,  order 
or  judgment  of  a  competent  tribunal  or  pursuant  to  a  written 
agreement; 

d.  The  payment  must  have  been  one  of  a  series  payable  on  a  periodic 
basis  for  maintenance  of  the  spouse,  the  children  or  both. 

Prior  to  the  decision  in  Hastie  and  prior  to  the  amendments  of  Section 
60.1  and  56.1,  it  was  thought  that  the  payment  must  also  have  been  made  to  the 
wife  herself.   Indeed,  there  were  many  cases  directly  on  point.   However,  the 
Hastie  decision  and  the  legislative  amendments  indicate  that  it  is  sufficient, 
if  the  other  tests  are  met,  if  the  payment  is  made  "to  or  for  the  benefit  of 
his  spouse,  former  spouse  or  children  of  the  marriage  .  .  .  ." 
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To  qualify  maintenance  as  deductible  to  the  payor  under  Section  60(c) 
and  taxable  to  the  recipient  under  Section  56(1) (c)  the  requirements  are  the 
same  as  above  except  that: 

a.  The  separation  need  not  be  pursuant  to  a  divorce,  judicial 

separation  or  written  separation  agreement,  and 

(93) 

b.  The  payments  must  be  pursuant  to  a  court  order. 

Under  Section  109(4)  of  the  Act  a  taxpayer  entitled  to  a  deduction 
in  respect  of  alimony  or  maintenance  payments  cannot  claim  either  the  marital 

deduction  for  the  spouse  or  a  deduction  for  the  child  as  a  dependent.   However, 

(94) 
the  wife,  if  she  maintains  a  self-contained  domestic  establishment     and  is 

supporting  a  child,  may  deduct  an  amount  equivalent  to  the  married  status 

deduction,  under  Section  109(1) (b).   In  that  case  she  is  not  entitled  to  the  normal 

(95) 
deduction  for  the  dependent  child. 

Normally,  a  taxpayer  is  entitled  to  take  a  deduction  in  respect  of  any 

children  who  are  wholly  dependent  upon  him  for  support.   The  Act  establishes  the 

rebuttable  presumption  that  an  illegitimate  child  is  wholly  dependent  on  its 

mother  and  other  children  are  wholly  dependent  on  their  father.      The 

expression  "wholly  dependent"  is  not  defined  in  the  Act.   The  courts  have 

interpreted  the  expression  as  referring  to  being  wholly  dependent  on  the  taxpayer 

and  not  partially  dependent  upon  the  taxpayer  and  partially  dependent  on  some 

(97) 
other  person.      In  practice  where  both  spouses  earn  and  contribute  to  the 

household  Revenue  Canada  allows  either  to  take  the  deduction.   Similarly  in  cases 

of  separation  or  divorce,  in  the  event  that  both  parents  contribute  to  the 

support  of  the  child  it  is  theoretically  conceivable  that  neither  is  entitled 

(98) 
to  a  deduction  for  the  child.      However,  presumably  the  administrative  practice 

of  the  department  continues  in  this  area  as  well. 

The  earlier  listing  of  requirements  necessary  to  obtain  deduction  for 

payment  of  alimony  and  for  that  payment  to  be  included  in  the  income  of  the 
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recipient  have  given  rise  to  a  substantial  amount  of  litigation  over  the  years. 
For  the  most  part  that  litigation  has  centered  around  questions  of  the 
definition  of  the  terminology  used  in  the  sections.   It  is  not  the  intention  of 
the  writer  to  treat  the  bulk  of  that  litigation  here,  for  two  reasons.   The 
first  is  that  for  the  most  part  virtually  any  arrangement  between  spouses  can 
be  so  framed  in  an  agreement  so  as  to  come  within  the  meaning  of  the  sections 
if  that  is  the  desired  effect.   Therefore,  most  litigation  results  either  from 
poor  draftsmanship  or  ignorance  of  the  law.   Suffice  it  to  say  here  that  over  the 
years  the  courts  have  applied  very  strict  and  literal  tests  to  the  terms  used 
in  the  sections.  Most  frequently  litigated  have  been  the  definitions  of  the 

distinction  between  periodic  pajnnents  and  those  that  are  not  periodic;  definition 

(99) 
of  the  term  "maintenance"  and  the  definition  of  a  "written  agreement". 

The  second  is  that  more  important  from  the  standpoint  of  this  study  is  the  under- 
lying rationale  of  the  provisions  and  system. 

Unquestionably,  the  provisions  are  directly  related  to  equity  and 
ability  to  pay.   They  are  intended  to  recognize  that  on  separation  or  divorce, 
with  the  consequent  need  to  establish  a  second  household  where  formerly  there  was 
one,  the  ability  to  pay  of  the  taxpayers  will  have  decreased  as  a  result  of  the 
cessation  of  cohabitation.   In  order  to  approximate  this  decreased  ability  to 
pay  tax  the  system  therefore  allows  the  taxpayers  to  determine  the  levels  of 
payments  to  be  made  and  allows  them  to  income  split  at  those  levels.   Thus, 
except  in  unusual  cases  of  relatively  equal  incomes,  payment  of  alimony  by  a  husband 
to  a  wife  will  result  in  a  lower  tax  being  paid  collectively  between  the  two 
than  would  have  been  the  case  if  they  had  continued  to  live  together  or  if  the 
income  had  been  taxed  alone  to  either  one  of  them.  Obviously,  a  great  deal  of 
tax  planning  can  go  on  at  the  time  of  a  separation  or  divorce  in  order  to  ensure 
maximum  reductions  in  tax.   In  fact,  one  way  of  looking  at  the  system  with  respect 
to  alimony  and  maintenance  payments  is  that  the  government  subsidizes  the  marriage 
breakdown  to  the  extent  that  it  allows  the  taxpayers  collectively  to  retain  a 
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greater  portion  of  their  Income  after-tax  than  would  have  been  the  case  during 
cohabitation. 

In  that  comment  lies  the  answer  to  the  sometimes  heard  allegation 
that  the  Income  Tax  Act  discriminates  against  wives  who  are  separated  from  their 
husbands.   Periodically,  one  hears  the  assertion  that  because  the  husband  obtains 
a  tax  deduction  and  the  wife  has  to  include  the  payments  in  her  income  the 
husband  is  getting  a  break,  and  the  wife  is  getting  the  short  end  of  the  stick. 
If  the  levels  of  payments  to  be  made  are  set  without  consideration  of  the  fact 
that  they  are  deductible  to  the  husband  and  included  in  the  income  of  the  wife 
then  there  is  some  merit  to  the  allegation.   If  on  the  other  hand,  one 
recognizes  that  th«re  is  in  the  system  a  device  whereby  taxpayers  in  difficult 
social  and  economic  circumstances  can  obtain  tax  relief  by  so  structuring  their 
affairs  as  to  take  maximum  advantage  of  the  system  through  income  splitting  then 
the  allegation  is  completely  erroneous.   Indeed,  at  one  level  and  from  a 
feminist  perspective  the  justification  for  the  system  can  be  maintained  only  if 
it  is  true  that  the  tax  consequences  of  the  payments  are  taken  into  account  and 
that  relief  is  thereby  deliberately  obtained  by  the  parties.   There  is  no 
significant  empirical  work  on  that  point  in  Canada.   It  would  be  worthwhile  to 
encourage  such  a  study.   The  study  would  concentrate  on  determining  the  effect  of 
the  income  tax  provisions  on  the  levels  of  maintenance  and  the  alimony  paid.   If 
it  were  to  show  that  there  was  no  significance  then  one  might  conclude  that  the  . 
system  should  be  amended,  payments  made  not  deductible  and  recipts  by  wives  not 
included  in  income.   However,  through  personal  observation  and  having  practiced  in 
the  field  it  is  the  writer's  view  that  the  quantum  of  alimony  and  maintenance 
payments  are  often  affected  markedly  by  the  income  tax  provisions  both  in  awards 
issued  by  courts;  in  negotiations  between  lawyers;  and  in  the  agreements  of  the 
parties  themselves. 

Assuming  the  system  to  be  desirable,  it  is  the  writer's  view  that  it  contains 
really  only  one  significant  deficiency.   In  making  that  statement  the  writer  is  aware 


-  294  - 
that  it  would  be  preferable  to  have  a  system  where  definitional  problems  did 

not  arise  but  that  is  far  too  utopic  a  goal.   Rather,  the  system  provides  the 

framework,  within  which  suitable  planning  can  take  place  given  qualified  advice. 

The  answer  to  the  definitional  problem  therefore  is  to  obtain  qualified  advice 

so  that  the  people  involved  do  not  fall  into  traps  and  pitfalls  of  the  system. 

Essentially  the  system  depends  on  consensual  agreement. 

The  one  area  in  which  the  system  might  be  improved  is  in  the  requirement 
that  payments,  in  order  to  be  deductible,  must  be  periodic.   The  object  of  the 
provision  is  to  prevent  the  deduction  of  payments  of  capital  and  to  restrict 
the  deduction  to  periodic  payments  which  more  resemble  an  income  flow. 

The  history  of  the  treatment  of  alimony  and  maintenance  in  Canada  is 
noteworthy.   Prior  to  1942  alimony  and  maintenance  payments  were  disregarded  in 
the  Act,  i.e.  they  were  neither  deductible  nor  included  in  the  income  of  the 
recipient.   In  1942  the  Income  War  Tax  Act  was  amended  to  provide  for  inclusion 
of  alimony  payments  in  the  recipient's  income  and  to  give  a  tax  credit  to  the 

husband.       In  1944  the  credit  was  replaced  by  a  deduction  for  alimony  payments 

.  .-,       u  J  J    .    (101) 

similar  to  the  present  deduction. 

Between  1944  and  1948  lump  sum  payments  in  the  nature  of  capital  were  found 
to  qualify  for  deduction  as  alimony  or  maintenance  payments.       In  1948  the 
Act  was  further  amended  to  restrict  the  deduction  to  "periodic  payments". 

B.J,  Arnold  has  written  in  support  of  that  policy  change.   He  has  said, 

"From  a  policy  Viewpoint  the  requirement  that  alimony  or 
maintenance  payments  must  be  made  on  a  periodic  basis  is  a 
reasonable  one.   It  is  designed  to  ensure  that  a  deduction 
is  allowed  only  for  payments  out  of  a  taxpayers  annual  income; 
lump  sum  payments  out  of  capital  do  not  affect  a  taxpayer's 
ability  to  pay.  and,  therefore,  are  irrelevant  for  income  tax 
purposes . "  v.103) 

Aside  from  the  fact  that  there  has  been  countless  litigation  on  the 
question  of  whether  a  particular  payment  is  periodic  or  not  (usually  revolving  around 
the  "degree"  of  periodicy  or  whether  the  periodic  payments  were  "instalment 
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payments  of  a  lump  sum  obligation")  which  is  wasteful  and  leads  to  sometimes 
silly  distinctions, the  writer  is  of  the  view  for  more  substantial  reasons  that 
the  requirement  of  periodic  payments  and  the  refusal  to  allow  the  deduction  of 
lump  sums  is  not  desirable.   In  coming  to  that  conclusion  the  writer  makes  two 
assumptions: 

1.  That  it  is  desirable  to  equalize  the  treatment 
afforded  by  the  Act  to  spouses  regardless  of  the  form 
that  their  dissolution  arrangements  take; 

2.  That  it  is  desirable  to  encourage  husbands  to  make 
lump  sum  capital  payments  to  wives  so  as  to  allow  the 
wife  to  be  independent  after  dissolution  rather  than 
tied  to  the  fortunes  and  purse  strings  of  the  husband. 

Furthermore,  one  should  recall  that  although  capital  payments  are 
generally  denied  as  deductions  for  income  tax  purposes  in  the  Act      that  is 
not  a  completely  accurate  picture.   Capital  expenditures  for  both  tangible  and 
intangible  capital  assets  and  benefits  are  recognized  by  the  system  as  decreasing 
the  business  or  property  "profit"  of  the  taxpayer  making  the  expenditures. 
Although  initial  deduction  is  denied  such  payments,  the  expenditure  is  recognized 
over  time.   The  provision  of  capital  cost  allowances  and  deductions  for  goodwill 
and  other  "eligible  capital  expenditures"       ensure  that  over  a  period  of  time 
the  capital  cost  of  business  and  property  assets  may  be  deducted  for  tax  purposes, 
If  that  concept  is  recognized  in  the  business  and  commercial  sector,  why  not 
in  the  private  sector? 

It  is  the  writer's  view  that  the  system  should  encourage  the  independence 
of  spouses  and  one  of  the  ways  of  accomplishing  that  end  is  to  allow  for  proper 
capital  divisions  and  distributions  on  separation  and  divorce.   To  the  extent 
that  making  lump  sum  payments  deductible  would  assist  that  end  it  would  seem  a 
desirable  reform.   Certainly,  the  revenue  drain  could  not  be  great.   And,  the 
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neutrality  of  the  system,  now  pushing  to  periodicy,  would  be  improved. 

However,  it  is  possible  to  anticipate  an  objection  to  such  reform  of 
the  system  to  th«  extent  that  spouses  may  "artificially"  separate  in  order 
to  take  advantage  of  large  scale  tax  deduction.   There  are  four  responses  to 
that  objection.   The  first  is  that  the  likelihood  of  "artificial"  separations  or 
divorces  surely  is  limited  for  the  very  vast  majority  of  Canadians  who  would  not 
be  tempted  to  subject  their  marital  relationships  to  such  gross  economic 
consideration.   Secondly,  the  courts  could  have  a  supervisory  jurisdiction  to 
determine  whether  the  "substance"  of  the  separation  or  divorce  was  tax  avoidance 
or  some  perfectly  heartbreaking  legitimate  reason.   Thirdly,  the  Act  could 
specify  that  the  deduction  of  a  "capital"  or  "lump  sum"  payment  could  only  be 
maintained  in  the  event  of  separation  for  a  period  of  time,  say  one  year. 
Fourthly,  the  system  could  be  made  analogous  to  the  "profit"  concept  of  capital 
cost  allowances  by  allowing  the  deduction  over  a  period  of  years  with  continued 
deductibility  dependent  upon  continued  separation.   Hopefully,  such  a  system 
would  not  prevent  people  from  reconciliating  because  of  the  loss  of  tax  saving. 

The  writer  therefore  suggests  two  alternatives: 

1.  The  requirement  that  payments  be  periodical  be  removed  from  the 
Act  and  that  all  payments  whether  periodic  or  capital  be 
deductible  when  paid  and  included  in  the  income  of  the 
recipient  spouse,  subject  to  all  income  fluctuation  provisions 
of  the  Act;      or 

2.  That  periodic  payments  be  currently  deductible  and  lump  sum 
payments  be  deductible  at  the  rate  of,  say,  20%  per  year  with 
the  result  that  over  a  five  year  period  the  entire  amount  of 
a  capital  payment  would  be  deducted. 

The  difference  between  allowing  immediate  current  deductibility  and 
deductibility  over  a  time  (aside  from  the  evasion  question)  is  important.   A 
large  deduction  in  one  year  normally  is  less  valuable  in  absolute  dollar  terms 
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than  a  deduction  over  a  period  of  years  assuming  a  consistent  level  of  income. 
That  is,  because  the  deduction  over  a  period  of  years  has  a  value  determined  by 
the  highest  marginal  rates  in  each  of  those  years.   A  deduction  in  a  single  y<=»ar 
of  a  larger  amount  normally  will  have  a  value  which  takes  into  account  not  only 
the  high  marginal  rates  but  also  intermediate  and  perhaps  low  marginal  rates 
in  the  graduated  system.   The  trade-off  comes  in  the  value  of  the  deferral. 
If  the  saving  achieved  in  the  first  year  and  invested  produces  an  after-tax 
return,  over  what  would  otherwise  be  the  period  of  deductibility,  greater  than 
the  increased  tax  saving  in  those  subsequent  years  then  it  would  be  more 
beneficial  to  have  the  payment  deducted  all  in  one  year.   Conversely,  if  the 
reverse  were  true,  it  would  be  more  beneficial  to  have  the  payment  deductible  over 
the  period  of  years.   On  top  of  all  of  that,  it  may  be  observed  that  a  bird  in 
the  hand  is  worth  two  in  the  bush  and  immediate  deductibility  does  not  require 
the  good  graces  of  government  in  future  years. 

The  writer's  preference  would  be  to  treat  lump  sump  payments  as  analogous 
to  other  capital  payments  in  the  Act  and  allow  deductibility  over  a  reasonable 
period  of  time.   There  would  be  no  recapture  but  continued  deductibility  would 
depend  on  continued  separation  or  divorce.   In  the  event  that  either  the  marital 
or  family  unit  were  adopted  as  an  alternative  to  the  individual  this  system 
would  continue  to  be  operative. 

MISCELLANEOUS  PROVISIONS 

Family  relationships  are  mentioned  in  several  provisions  of  the  Income 
Tax  Act  not  discussed  here.   The  purpose  of  this  section  of  the  study  is 
simply  to  bring  the  existence  of  those  provisions  to  the  attention  of  the 
Commission.   With  the  exception  of  the  definition  of  a  "spouse"  and  "child" 
the  others  have  not  been  considered  to  be  essential  enough  to  have  required 
detailed  study. 

The  Income  Tax  Act  itself  does  not  define  the  term  "spouse"  although  it 
is  used  throughout  the  Act.   The  courts  have  held  that  the  word  "spouse"  does  not 
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include  a  common  law  spouse.   Therefore,  the  marital  deduction  is  not  available 
to  a  common  law  husband,       Indeed,  only  Section  63(4)  remotely  recognizes 
marriages  more  informal  than  those  performed  by  ceremony.   In  that  case  for  the 
purpose  of  taking  a  child  care  expense  deduction  a  child  will  be  assumed  to  be 
in  the  custody  of  a  woman  and  not  in  the  custody  of  a  man  where  they  are  living 
together  without  being  married  to  each  other. 

Similarly,  the  terms  "husband"  and  "wife"  are  not  defined.   The  writer's 
proposal  as  developed  in  Chapter  3  hereof  would  be  to  define  the  term  spouse  to 
include  non-ceremonial  marriages  both  for  the  purposes  of  aggregation  and 
deductions. 

The  term  "child"  is  not  defined  in  the  Act  in  a  formal  manner.   However, 
several  sections  (e.g.  the  rollover  provisions)  include  in  the  definition  of 
the  term  child,  the  child  of  a  child  and  the  child  of  a  child's  child. 
Furthermore,  Section  252(1)  extends  the  definition  of  the  term  child  of  a 
taxpayer  to  include: 

"a.  An  illegitimate  child  of  a  taxpayer; 

b.  A  person  who  is  wholly  dependent  on  a  taxpayer  for 
support  and  of  whom  the  taxpayer  has,  or  immediately 
before  such  person  attained  the  age  of  21  years,  did 
have,  in  law  or  in  fact,  the  custody  and  control;  and 

c.  A  daughter-in-law  or  son-in-law  of  the  taxpayer." 

Section  252(2)  also  extends  the  meaning  of  the  term  "parent"  to  in-law 
relationships . 

The  deduction  for  marital  status      can  be  taken  by  any  individual, 
whether  husband  or  wife.   Similarly,  the  test  of  support  in  that  section  and  in 
others  will  be  met  even  though  the  support  has  been  only  for  a  partial  year  and 
even  though  the  spouse  may  also  have  contributed  to  her  own  support.   The 
deduction  is  not  limited  to  spouses  who  live  together. 

The  Act  prohibits  the  deduction  of  a  "superficial  loss". 
Essentially,  it  prevents  the  deduction  of  losses  in  circumstances  where  property 
is  sold  and  reacquired  within  a  very  short  period  of  time.   In  recognition  of  the 
marital  unit  th*^  Act  provides  that  the  reacquisition  of  the  property  by  either 
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the  original  owner  or  his  spouse  will  constitute  a  superficial  loss. 

The  Act  since  1974  has  provided  a  deduction  of  up  to  $1,000  on  account 
of  interest  or  dividends  received  by  a  taxpayer  in  a  year.   The  provision,  which 
of  course  breaks  the  concepts  of  neutrality  and  horizontal  equity,  is  supplemented 
by  a  provision  which  allows  one  spouse,  in  addition  to  his  or  her  own  deduction 
of  $1,000  to  also  deduct  a  portion  of  the  deduction  available  to  his  or  her  spouse 
up  to  a  further  $1,000  in  the  event  that  the  second  mentioned  spouse  does  not 
require  the  deduction. 

Section  72(2)  of  the  Act  allows  a  rollover  of  certain  reserves,  otherwise 
deemed  to  be  brought  into  income  in  the  year  of  death  of  a  taxpayer,  in  cases 
where  the  right  to  receive  the  amounts  in  respect  of  which  the  reserve  has  been 
established  is  transferred  or  distributed  to  the  deceased  taxpayer  spouse  or  to  a 
spouse  trust.   The  reserves  are  those  provided  in  Section  20(1) (n)  (for  the 
unpaid  portion  of  the  purchase  price  in  respect  of  property  sold  in  the  course 
of  business);  Section  32(1)  (regarding  unearned  insurance  commissions); 
Section  40(1) (a) (iii)  (respecting  the  unpaid  portion  of  the  purchase  price  on 
capital  property);  and  Section  64(1)  (with  respect  to  the  unpaid  portion  of  the 
purchase  price  on  the  disposition  of  resource  properties) . 

Furthermore,  by  virtue  of  Sections  60(1)  and  146(8.1)  a  refund  of 
premiums  received  by  the  spouse  of  an  annuitant  under  a  registered  retirement 
savings  plan  will  be  rolled  over  if  the  spouse  transfers  the  refund  of  premiums 
within  60  days  from  the  end  of  the  year  to  another  registered  retirement  savings 
plan.   By  virtue  of  Sections  60(i)  and  146  (5.1)  a  contribution  to  a  registered 
retirement  savings  plan  may  be  made  by  a  taxpayer  either  on  his  own  behalf 
or  on  behalf  of  his  spouse,  subject  to  the  maximum  limits,  collectively,  of 
$4,000  and  20%  of  earned  income. 

Section  llO(e.l)  allows  a  deduction  of  $1,000  (plus  indexing)  to  a 
spouse  who's  spouse  was  totally  blind  at  anytime  in  the  year  or  was,  throughout 
a  12  month  period  ending  in  the  year,  disabled. 
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By  virtue  of  Section  110(1) (h)  a  taxpayer  supporting  a  student  in  full- 
time  attendance  at  a  designated  educational  institution  is  entitled  to  a 
deduction  of  $50  multiplied  by  the  number  of  months  in  the  year  during  which 
the  student  was  in  attendance  to  the  extent  that  it  exceeds  the  amount  of  the 
taxable  income  of  the  student. 

Under  Section  109(1) (i)  where  a  taxpayer's  spouse  has  attained  the  age 
of  65  years  the  taxpayer  is  allowed  an  additional  $1,000  deduction,  plus  index- 
ing, reduced  if  the  spouse  has  income. 

Under  Section  110.2  there  may  be  a  transfer  between  spouses  of  the  unused 
portion  by  one  of  the  spouses  of  the  $1,000  deduction  from  pension  income  granted 
under  that  section. 

By  virtue  of  Section  108(1) (g)  a  "preferred  beneficiary"  includes  a 
spouse,  child,  grandchild,  or  great  grandchild  of  the  settler  of  a  trust  or  the 
spouse  of  any  such  person.   In  such  cases  an  election  is  available  whereby  trust 
income  may  accumulate  without  distribution  but  still  be  taxed  at  the  rates  of  the 
preferred  beneficiary  in  any  year.  The  election  must  be  made  both  by  the  trust 
and  by  the  preferred  beneficiary.       Furthermore,  while  the  normal  rule  is 
that  trusts  are  deemed  to  realize  the  fair  market  value  of  their  property  every 
21  years,  an  exception  is  made  in  the  case  of  a  trust  made  exclusively  for  a 
spouse  under  which  the  spouse  is  entitled  to  receive  all  the  income  before  death 
and  during  the  lifetime  of  whom  no  other  person  can  receive  any  income  or  capital 
of  the  trust.   In  such  cases  the  deemed  realization  is  postponed  until  the  death 
of  the  spouse  for  whom  the  trust  has  been  established. 

Lastly,  allowances  received  under  the  Family  Allowances  Act,  1973,  or 
under  a  similar  provincial  law,  are  to  be  included  in  computing  the  income  of  the 
taxpayer  who  is  deemed  to  have  been  supporting  the  child  in  the  taxation  year. 
The  effect  of  the  provision  is  to  require  that  family  allowances  be  included  in 
the  income  of  the  higher  earning  spouse  since  it  would  be  that  spouse  who  would 
normally  take  the  deduction  for  the  child. 
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Act  with  a  special  minimum  rate  on  inter  vivos  trusts  set  by  Section  122. 
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CHAPTER  5  -  CONCLUSION 

A  review  of  the  preceding  work  reinforces  in  the  mind  of  the  writer  that 
the  issue  involved,  in  a  sense,  represents  not  only  the  situation  of  the  family 
but  the  very  basic  underpinnings  of  the  personal  income  tax  system.   The  writer's 
orientation  throughout  has  been  towards  attempting  to  achieve  equity  in  the  tax 
system  although  it  is  acknowledged  that  Outside  of  certain  basic  parameters  equity 
can  be  a  judgment  of  subjective  value. 

In  retrospect,  the  decision  on  the  proper  method  of  taxing  the  family,  or  at 
least  a  defensible  method  of  taxing  the  family,  relies  not  on  the  answer  to  a  tax 
riddle  but  one  of  sociology  and  economics.   Virtually  every  decision  to  be  made 
rests  on  the  determination  of  the  quality  and  place  of  the  family  as  an  institution 
in  society.   If,  it  is  in  fact  a  social  and  economic  unit  then  quite  clearly  it 
should  be  treated  as  such  and  taxed  as  such.   If  it  is  not,  then  the  individual  should 
remain  the  only  tax  unit. 

In  the  end,  although  the  discussion  and  the  proposals  are  complex,  detailed 
and  numerous  they  can  be  summarized  as  follows: 

1.  Income  tax  should  be  levied  according  to  the  ability  to  pay  of 
the  economic  units  of  society; 

2.  The  ability  to  pay  of  those  units  is  to  be  determined  on  the 
basis  of  a  comprehensive  definition  of  income  (including 
gifts  and  inheritances) ,  with  recognition  that  equal  taxpayers 
must  be  treated  equally  and  with  recognition  that  taxpayers 

in  unequal  circumstances  should  bear  appropriately  different 
burdens  of  taxation; 

3.  That  wherever  possible  benefits  should  accrue  to  lower  income 
taxpayers  rather  than  higher  income  taxpayers  and  that  the  tax 
system  should  support  a  tendancy  to  redistribution  of  the 
nation's  wealth  in  that  direction; 

4.  That  arbritrary  allocations  of  tax  burden,  particularly  where 


J 
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manipulated  by  taxpayers  themselves,  are  to  be  avoided; 

5.  That  in  determining  the  ability  to  pay  of  taxpayers  there 
should  be  recognition  that  ability  to  pay  increases  within 
income ; 

6.  That  proper  allocation  of  the  tax  burden  requires  ascertainment 
of  the  appropriate  portions  of  income  at  various  levels  which 
either  have  less  utility  or  are  more  available  for  discretionary 
use.   That  in  seeking  such  portions  further  work  is  required  in 
the  area  of  budget  study  to  give  better  empirical  grounds  for 
decision  making,  but  that  reasonably  assessed  arbritrary  judgments 
can  nonetheless  be  made; 

7.  That  the  current  system  is  extremely  arbritrary  and  therefore 
inequitable  in  its  allocation  of  the  burden; 

8.  That  further  study  be  given  the  more  difficult  empirical  questions 
raised,  i.e.  the  measurement  of  imputed  income  from  household 
services  and  the  impact  of  taxation  on  payments  of  alimony  and 
maintenance ; 

9.  That  the  family,  or  at  least  the  marital  unit,  being  the  basic 
economic  and  social  institutions  of  the  society  should  be  con- 
sidered taxpaying  units  in  addition  to  that  of  the  Individual. 

To  the  extent  that  the  proposals  herein,  or  the  further  work  of  the  Commission 
develop  a  system  which  unintentionally  increases  government  revenues  then  modifications 
should  be  made  so  as  to  relieve  the  burden  of  less  affluent  taxpayers  until  revenue 
is  equalized.   To  the  extent  that  such  proposals  decrease  revenue  then  the  burden 
of  the  shortfall  should  fall  on  the  shoulders  of  the  more  affluent  taxpayers.   At 
that,  however,  rates  should  only  be  adjusted  to  increase  the  tax  burden  on  more 
affluent  taxpayers  after  special  interests  have  been  discarded  and  taxpayers  have 
been  equalized  in  terms  of  the  tax  base  and  in  terms  of  horizontal  and  vertical 
equity. 
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Furthermore  although  the  income  tax  system  generally  is  not  an  appropriate 
tool  of  social  change  the  advancement  of  social  change  and  its  recognition  should 
not  be  impeded  by  this  system.   Of  particular  concern  in  this  area  is  the  role  of 
the  woman  in  our  society.   Where  trade-offs  or  benefits  are  required  the  system 
should  be  so  conditioned  as  to  allow  women  to  develop  from  a  state  of  relative 
dependence  to  a  state  of  independence  and  equality.   Certainly  the  system  should 
present  no  barriers  to  that  development  and  argueably  it  should  provide  incentives. 
Absolutely  it  should  allow  a  woman  freedom  of  choice  to  spend  her  time  as  she  sees  fit. 

There  are  no  magic  formulae  of  tax  policy  which  would  be  acceptable  to  every- 
one.  Very  few  enjoy  paying  taxes  and  most  desire  to  pay  as  little  as  possible. 
Nevertheless,  taxation  is  a  necessary  requirement  if  government  is  to  operate  and 
if  a  more  equitable  distribution  of  the  wealth  of  the  coutry  is  to  be  achieved. 

If  one  accepts  the  principle  that  a  tax  is  equitable  because  it  exists  or  if 
one  rejects  the  concept  of  change  or  reform,  as  such,  there  is  no  point  in  going 
further.   Thus,  it  will  follow  that  no  reform  should  take  place  to  more  equitably 
distribute  the  tax  burden  because  those  now  penalized  accept  their  burden  either 
unknowlingly  or  benignly.   That  concept  is  here  rejected  in  favour  of  one  which 
holds  that  if  tax  is  increased  for  some  in  a  reformed  system  that  is  not  only  tolerabl* 
but  desirable  if  an  equivalent  tax  burden  is  removed  from  those  now  unjustifiably 
bearing  it.   That  is  a  fundamental  concept  to  this  study.   The  burden  of  taxation 
must  be  carefully  aimed  not  to  fall  too  heavily  on  the  shoulders  of  those  who  can 
least  bear  it  and  not  too  lightly  on  those  who  can  best  bear  it. 

One  of  the  major  sources  of  inequity  in  the  personal  income  tax  system  has 
been  its  distributive  features.   The  source  of  the  inequity,  inter  alia,  has  been 
that  the  tax  system  has  focused  on  the  individual  alone  thereby  camouflaging  the 
true  economic  units  of  taxpaying  capacity.   This  has  led  to  untenable  differentials 
in  tax  burdens  dependant  only  upon  the  fortuitous  distribution  of  income  amongst  a 
group  of  taxpayers.   It  has  also  given  rise  to  abuses  in  the  form  of  income  splitting 
arrangements  amongst  financial  unit  members  designed  solely  for  tax  reduction  purposes 
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The  beneficiaries,  indeed,  of  the  illogic  of  the  system  have  been  those  who  really 
need  very  little  benefit  at  any  rate. 

It  has  been  the  underlying  purpose  of  this  study  to  demonstrate  some  of  the 
problems  and  to  suggest  some  possible  solutions.   There  are  presumably  many  other 
problems  and  many  other  solutions  equally  or  more  acceptable  and  workable.   However, 
it  can  be  said  that  of  the  conclusions  reached  in  the  study  only  that  of  the  marital 
unit  concept  has  achieved  any  sweeping  concensus  amongst  students  of  tax  policy. 
Its  adoption  is  highly  recommended.   The  writer  personally  believes  that  the  family 
unit  should  also  be  adopted  but  there  is  relatively  less  agreement  in  that  area. 

Perhaps  the  most  troublesome  area  is  that  of  relative  burdens  and  rate  setting. 
The  system  must  be  kept  more  in  tune  with  ever  changing  social  and  economic  conditions 
and  the  increasing  complexity  of  the  system.  The  rate  schedules  and  dollar  amounts 
suggested  in  this  study  are  not  to  be  taken  for  more  than  they  represent.   They  are 
intended  simply  as  hypotheticals  to  demonstrate  general  trends  and  directions  and 
to  provide  a  basis  for  explanation  and  illustration.  Hopefully,  those  more  qualified 
than  the  writer  in  this  area  will  be  given  the  opportunity  to  comment  on  this  study, 
to  study  its  effects  and  to  suggest  appropriate  modifications. 

Overall,  the  goals  of  the  writer,  and  hopefully  the  goals  of  the  Commission, 
can  be  stated  in  a  fashion  which  ignores  its  complexity.   All  that  is  required  is  a 
more  realistic  view  of  taxpaying  capacity.   That  is  not  necessarily  to  result  in  an 
increase  in  the  overall  tax  burden  but  rather  in  the  proper  distribution  of  it. 

Finally,  the  winds  of  change  are  blowing.   The  future  is  likely  to  see  the 
proliferation  of  many  varied  and  unique  income  and  property  sharing  arrangements  both 
consensual  and  statutory.   It  would  appear  that  the  only  tax  system  capable  of  accept- 
ing these  variations  is  one  which  recognizes  either  the  marital  or  family  unit. 
After  all,  the  basic  premise  of  property  sharing  arrangements  must  be  economic 
mutuality.   Not  all  marital  couples  and  not  all  families  are  economically  homogeneous. 
But  that  is  a  choice  made  by  each  individual  unit  and  the  vast  majority  of  units  that 
are  homogeneous  should  not  be  penalized  for  the  individual  activities  or  preferences 
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of  the  few.   Nor  should  the  proliferation  of  marital  property  regimes  in  Canada 
be  allowed  to  give  some  units  a  tax  preference  over  others.   However,  the  object 
of  tax  reform  is  not  to  affect  the  proprietary  rights  of  unit  members  either  to 
income  or  capital.   Rather,  the  object  of  the  process  is  and  must  be  to  develop 
a  forinat  of  taxation  which  is  simultaneously  effective,  fair  and  equitable. 
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APPENDIX  A 


RELEVANT  PROVISIONS  OF  THE 

INCOME  TAX  ACT,  AS  OF 
. JUNE.  1975 


incomiVor^each  ?a'^^finnlo^Jr''.1  ^^'"^  ^'  hereinafter  required  upon  the  taxable 

(2)  The  taxable  income  of  a  taxpayer  for  a  taxation  year  is  his  income  for 
I  the  year  minus  the  deductions  permitted  by  Division  C. 


3.  The  income  of  a  taxpayer  for  a  taxation  year  for  the  purposes  of  this 
Part  is  his  income  for  the  year  determined  by  the  following  rules: 

(a)  determine  the  aggregate  of  amounts  each  of  which  is  the  taxpayer's 
income  for  the  year  (other  than  a  taxable  capital  gain  from  the  disposition 
of  a  property)  from  a  source  inside  or  outside  Canada,  including,  without 
restricting  the  generality  of  the  foregoing,  his  income  for  the  year  from 
each  office,  employment,  business  and  property; 

(b)  determine  the  amount,  if  any,  by  which 

(i)  the  aggregate  of  his  taxable  capital  gains  for  the  year  from  dispo- 
sitions of  property  other  than  listed  personal  property,  and  his  taxable 
net  gain  for  the  year  from  dispositions  of  listed  personal  property, 

exceeds 

(II)  his  allowable  capital  losses  for  the  year  from  dispositions  of  prop- 
erty other  than  listed  personal  property; 

(c)  determine  the  amount,  if  any,  by  which  the  aggregate  determined  [ 
under  paragraph  (a)  plus  the  amount  determined  under  paragraph  (b)  •  j 
exceeds  the  aggregate  of  the  deductions  permitted  by  subdivision  e  in  , 
computing  the  taxpayer's  income  for  the  year  (except  such  of  or  such  part  ; 
of  those  deductions,  if  any,  as  have  been  taken  into  account  in  determin-  j 
ing  the  aggregate  referred  to  in  paragraph  (a));                                             ■  i 

(d)  determine  the  amount,  if  any,  by  which  the  remainder  determined  j 
under  paragraph  (c)  exceeds  the  aggregate  of  amounts  each  of  which  is  I 
his  loss  for  the  year  from  an  office,  employment,  business  or  property;  and  i 

(e)  determine  the  amount,  if  any,  by  which  the  remainder  determined  '  ; 
under  paragraph  (d)  exceeds  the  lesser  of  j 

(i)  the  amount,  if  any,  by  which  the  amount  determined  under 
subparagraph  (b)(ii)  exceeds  the  aggregate  determined  under 
subparagraph  (b)(i),  and 

(11)  $1 ,000,  or  if  the  taxpayer  is  a  corporation  nil; 

and  the  remainder,  if  any,  obtained  under  paragraph  (e)  is  the  taxpayer's 
income  for  the  year  for  the  purposes  of  this  Part. 


*»•  (8)  Notwithstanding  anything  in  section  5  or  this  section,  in  computinq  the 
income  of  a  taxpayer  for  a  taxation  year  from  an  office  or  employment,  there 
shall  not  be  included  any  amount  that  is,  by  virtue  of  subsection  74(3)   not 

ho^.n""!.   ^°  ^5  K°  L"'""'^®^  °'  ^^^*  '^'  ^y  subsection  74(4).  deemed  not  to  have 
Deen  received  by  him. 
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8.  (1)  In  computing  a  taxpayer's  income  for  a  taxation  year  from  an  office 
or  employment,  there  may  be  deducted  such  of  the  following  amounts  as  are 
wholly  applicable  to  that  source  or  such  part  of  the  following  amounts  as  may 
reasonably  be  regarded  as  applicable  thereto: 

(a)  a  single  amount  in  respect  of  all  offices  and  employments  of  the 
taxpayer,  equal  to  the  lesser  of  $1 50  and  3%  of  the  aggregate  of 

(I)  his  incomes  for  the  year  from  all  offices  and  employments  (other 
than  the  office  of  a  corporation  director)  before  making  any  deduction 
under  this  section,  and  [ 

(II)  all  amounts  included  in  computing  his  income  for  the  year  by 
virtue  of  paragraphs  56(1  )(m)  and  (o); 


18.  (1)  In  computing  the  income  of  a  taxpayer  from  a  business  or  property 
no  deduction  shall  be  made  in  respect  of 

(h)  personal  or  living  expenses  of  the  taxpayer  except  travelling  expenses 
(including  the  entire  amount  expended  for  meals  and  lodging)  incurred 
by  the  taxpayer  while  away  from  home  in  the  course  of  carrying  on  his, 
business; 


*^*-  (4)  Where  a  taxpayer  has,  after  1 971 ,  disposed  of  property  to  an  individual ' 
who  IS  deemed  by  subsection  70(6)  or  73(1)  to  have  acquired  it  for  an  amount 
equal  to  its  adjusted  cost  base  to  the  taxpayer  immediately  before  the  disposi- 
tion, for  the  purposes  of  computing  the  individual's  gain  from  the  disposition 
of  the  property  under  paragraph  (2)(b)  or  (c),  as  the  case  may  be, 

(a)  the  individual  shall  be  deemed  to  have  owned  the  property  throughout 
the  period  during  which  the  taxpayer  owned  it; 

(b)  the  property  shall  be  deemed  to  have  been  the  individual's  principal 
residence 

(I)  in  any  case  where  subsection  70(6)  is  applicable,  for  any  taxation 
year  for  which  it  would,  if  the  taxpayer  had  designated  it  in  prescribed 
manner  to  have  been  his  principal  residence  for  that  year,  have  been 
the  taxpayer's  principal  residence,  and 

(II)  in  any  case  where  subsection  73(1 )  is  applicable,  for  any  taxation, 
year  for  which  it  was  the  taxpayer's  principal  residence;  and  | 

(c)  where  the  individual  is  a  trust,  the  trust  shall  be  deemed  to  have  been! 
resident  in  Canada  during  each  taxation  year  during  which  the  taxpayer! 
was  resident  in  Canada. 

(5)  For  the  purposes  of  determining  whether  any  property  of  a  trust 
described  in  subsection  70(6)  or  73(1)  was  its  principal  residence  for  any 
taxation  year,  paragraph  54(g)  shall  be  read  as  if 

(a)  the  reference  in  subparagraph  (i)  of  that  paragraph  to  "the  taxpayer" 
were  read  as  a  reference  to  the  spouse  referred  to  in  subparagraph 
70(6)(b)(i)  or  paragraph  73(1  )(a),  as  the  case  may  be.  and 

(b)  the  references  in  subparagraph  (iii)  of  that  paragraph  to  "him"  were 
read  as  references  to  the  trust  and  the  spouse  mentioned  in  paragraph 
(a). 
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48.  (1)  For  the  purposes  of  this  subdivision,  where  a  taxpayer  has 
ceased,  at  any  particular  time  in  a  taxation  year  and  after  1971,  to  be  resident 
in  Canada,  he  shall  be  deemed  to  have  disposed,  immediately  before  the 
particular  time,  of  each  property,  other  than 

(a)  any  property  that  would  be  taxable  Canadian  property  if  at  no  time  in 
the  year  he  had  been  resident  in  Canada, 

(b)  a  right  to  receive  any  payment  described  in  any  of  paragraphs 
212(1)(h)to(o),  or 

(c)  where  the  taxpayer  is  an  individual  other  than  a  trust  or  was,  immedi- 
ately before  the  particular  time,  a  Canadian  corporation,  any  property  not 
described  in  paragraph  (a)  or  (b)  in  respect  of  which  the  taxpayer  has 
elected  in  prescribed  manner  and  within  prescribed  time  and  has 
furnished  to  the  tvlinister  security  acceptable  to  the  Minister  for  payment 
of  the  additional  tax  under  this  Part  that  would  have  been  payable  by  him 
if  he  had  not  so  elected,  whether  such  security  is  by  way  of  a  charge  of 
any  kind  on  property  of  the  taxpayer  or  any  other  person  or  by  way  of 
guarantee  from  any  other  person, 

that  was  owned  by  him  immediately  before  the  particular  time,  for  proceeds 
of  disposition  equal  to  the  fair  market  value  of  the  property  immediately  before 

the  particular  time,  and  to  have  reacquired  the  property  immediately  after  he 
so  ceased  to  be  resident  in  Canada  at  a  cost  equal  to  that  fair  market  value, 
except  that 

(d)  where  the  taxpayer  is  an  individual  other  than  a  trust,  the  aggregate 
of  his  taxable  capital  gains  for  the  year  from  dispositions  of  such  of  those 
properties  as  were  not  listed  personal  property  of  the  taxpayer  shall  be 
deemed  to  be  the  amount,  if  any,  by  which 

(I)  that  aggregate  otherwise  determined,  i 

exceeds 

(ii)  $2,500.  ' 

(e)  where  the  taxpayer  is  an  individual  other  than  a  trust,  the  aggregate; 
of  his  gains  for  the  year  from  dispositions  of  such  of  those  properties  as 
were  listed  personal  property  of  the  taxpayer  shall  be  deemed  to  be  the 
amount,  if  any,  by  which  that  aggregate  otherwise  determined  exceeds  2 
times  the  amount  by  which  $2,500  exceeds  the  amount  determined  under 
subparagraph  (d)(i)  in  respect  of  the  taxpayer  for  the  year,  and 

(f)  where  the  taxpayer  has  made  an  election  under  paragraph  (c),  the 
aggregate  of  the  taxpayer's  allowable  capital  losses  for  the  year  from 
dispositions  of  such  of  those  properties  as  were  not  listed  personal  prop- 
erty of  the  taxpayer  shall  be  deemed  to  be  the  lesser  of  that  aggregate 
otherwise  determined  and  the  amount,  if  any,  deemed  by  paragraph  (d) 
to  be  the  aggregate  of  his  taxable  capital  gains  for  the  year  from  disposi- 
tions of  such  of  those  properties  as  were  not  listed  personal  property  of 
the  taxpayer. 

(2)  Any  property  of  a  taxpayer  described  in  paragraph  (1)(c)  in  respect 
of  which  the  taxpayer  has  made  an  election  under  that  paragraph  shall  be^ 
deemed  to  be  taxable  Canadian  property  of  the  taxpayer  from  the  time  imme-i 
diately  after  he  ceased  to  be  resident  in  Canada  until  the  time  immediately  afterj 

(a)  he  disposes  of  it,  or  i 

(b)  he  next  becomes  resident  in  Canada, 

whichever  first  occurs. 

(4)  Subsection  (1)  does  not  apply  in  respect  of  any  property  owned  by  an 
individual  other  than  a  trust  at  the  particular  time  immediately  before  he 
ceased  to  be  resident  in  Canada,  if 

(a)  the  property  was 

(1)  owned  by  him  immediately  before  he  last  became  resident  in 
Canada,  or 

(ii)  acquired  by  him  by  inheritance  or  bequest  at  any  time  after  he  last 
became  resident  in  Canada;  and 

(b)  during  the  10  years  immediately  preceding  the  particular  time,  he  was 
resident  in  Canada  for  a  period  or  periods  the  aggregate  of  which  was  60 
months  or  less. 
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56.  (1)  Without  restricting  the  generality  of  section  3,  there  shall  be 
included  in  computing  the  income  of  a  taxpayer  for  a  taxation  year. 

n^L^r'l.^r^"!?''"*  received  by  the  taxpayer  in  the  year,  pursuant  to  a  decree 
mlt  °':J^?9"^e"'  °f  a  competent  tribunal  or  pursuant  to  a  written  agret 
m^rn;onl^'""°rX,°'  °^^^'  allowance  payable  on  a  periodic  basis  for  the 
r^^  n  !nf  "^  h°^Im!  ''^'^'^1^"*  ^^^^®°''  ^^"^^e"  ^^  the  marriage,  or  both  \he 
from  TnH^""^  Children  of  the  marriage,  if  the  recipient  was  living  apart 
l^^Ln^L'^^l^^^^'^^^'^  pursuant  to  a  divorce,  judicial  separation  or 
written  separation  agreement  from,  the  spouse  or  former  spouse  required 

Sp  rfm  JinH^^T*!."*  ^^  ^^®  ^™®  ^^^  payment  was  received  and  throughout 
the  remainder  of  the  year;  y -v^ui 

(c)  any  amount  received 'by  the  taxpayer  in  the  year,  pursuant  to  an  order , 
of  a  competent  tribunal,  as  an  allowance  payable  on  a  periodic  basis  for' 
the  maintenance  of  the  recipient  thereof,  children  of  the  marriage  or  both  ' 
the  recipient  and  children  of  the  marriage,  if  the  recipient  was  living  apart 

Il^o^ri^®-^^^''^!.''*!.''^''®^  *°  "^^^^  *^®  payment  at  the  time  the  payment 
was  received  and  throughout  the  remainder  of  the  year- 


56.1  Where,  after  May  6.  1974,  a  decree,  order,  judgment  or  written 
agreement  described  in  paragraph  56(1  )(b)  or  (c).  or  any  variation  thereof,  has 
been  made  providing  for  the  periodic  payment  of  an  amount  to  the  taxpayer 
by  his  spouse  or  former  spouse  or  for  the  benefit  of  the  taxpayer  or  children 
of  the  marriage  in  the  custody  of  the  taxpayer,  the  amount  or  any  part  thereof, 
when  paid,  shall  be  deemed  to  have  been  paid  to  and  received  by  the  taxpayer 
if  the  taxpayer  was  living  apart  from  the  spouse  or  former  spouse  at  the  time 
the  amount  was  paid  and  throughout  the  remainder  of  the  year  in  which  the 
amount  was  paid. 


s%-  (5)  Subject  to  subsection  (6).  a  taxpayer  whais  deemed  by  subsection  (7) 
to  have  supported  a  child  in  a  taxation  year,  in  respect  of  whom 

(a)  a  family  allowance  under  the  Family  Allowances  Act,  1973,  or 

(b)  an  allowance  under  a  law  of  a  province  that  provides  for  payment  of 
an  allowance  similar  to  the  family  allowance  provided  under  the  Family 
Allowances  Act.  1973 

i^'  (6)  Where,  under  the  law  of  a  province,  payment  of  an  allowance  similar 
to  the  family  allowance  provided  under  the  Family  Allowances  Act.  1973  is 
provided  and  a  law  of  the  province  imposes  a  tax  upon  the  income  of  individ- 
uals, but  does  not  permit  a  deduction  for  the  child  in  respect  of  whom  the 
allowance  was  paid  in  computing  taxable  income,  an  amount  equal  to  such 
allowance  is  not  required  to  be  included  in  computing  the  income  of  a  taxpayer 
under  this  Act.  i 

jj^  (7)  For  the  purposes  of  subsection  (5)7 

(a)  a  taxpayer  who,  in  computing  his  taxable  income  for  a  taxation  year, 
deducts  an  amount  under  section  109  in  respect  of  a  child  in  respect  of 
whom  an  allowance  described  in  subsection  (5)  has  been  paid  in  the 
taxation  year,  or 

(b)  if  paragraph  (a)  does  not  apply,  a  taxpayer  to  whom  an  allowance 
described  in  subsection  (5)  has  been  paid  in  a  taxation  year  in  respect  of 

a  r.hilfl 

fl  (8)  Notwithstanding  subVectibh  (5),  where  more  than  one  taxpayer  hds. 
in  computing  his  taxable  income  for  a  taxation  year,  made  a  deduction  under 
section  109  in  respect  of  a  child  in  respect  of  whom  an  allowance  described 
in  subsection  (5)  has  been  paid  in  the  taxation  year,  each  such  taxpayer  shall 
include  in  computing  his  income  for  the  taxation  year  that  portion  of  the 
amount  that,  but  for  this  subsection,  he  would  be  required  by  subsection  (5) 
to  include  in  computing  his  income  in  the  taxation  year  in  respect  of  that  child 
that 

(a)  the  amount  of  the  deduction  made  by  him  under  section  1 09  in  respect 
of  that  child. 


is  of 


(b)  the  aggregate  of  the  deductions  made  by  each  of  the  said  taxpayers 
under  section  1 09  in  respect  of  that  child. 


-  317   - 

60.  There  may  be  deducted  in  computing  a  taxpayer's  income  for  a 
taxation  year  such  of  the  following  amounts  as  are  applicable: 

(b)  an  amount  paid  by  the  taxpayer  in  the  year,  pursuant  to  a  decree, 
order  or  judgment  of  a  competent  tribunal  or  pursuant  to  a  written  agree- 
ment, as  alimony  or  other  allowance  payable  on  a  periodic  basis  for  the 
maintenance  of  the  recipient  thereof,  children  of  the  marriage,  or  both  the 
recipient  and  children  of  the  marriage,  if  he  was  living  apart  from,  and  was 
separated  pursuant  to  a  divorce,  judicial  separation  or  written  separation 
agreement  from,  his  spouse  or  former  spouse  to  whom  he  was  required 
to  make  the  payment  at  the  time  the  payment  was  made  and  throughout 
the  remainder  of  the  year; 

(c)  an  amount  paid  by  the  taxpayer  in  the  year,  pursuant  to  an  order  of 
a  competent  tribunal,  as  an  allowance  payable  on  a  periodic  basis  for  the 
maintenance  of  the  recipient  thereof,  children  of  the  marriage,  or  both  the 
recipient  and  children  of  the  marriage,  if  he  was  living  apart  from  his 
spouse  to  whom  he  was  required  to  make  the  payment  at  the  time  the 
payment  was  made  and  throughout  the  remainder  of  the  year; 

60.1  Where,  after  May  6,  1974,  a  decree,  order,  judgment  or  written 
agreement  described  in  paragraph  60(b)  or  (c),  or  any  variation  thereof,  has 
been  made  providing  for  the  periodic  payment  of  an  amount  by  the  taxpayer 
to  or  for  the  benefit  of  his  spouse,  former  spouse  or  children  of  the  marriage 
in  the  custody  of  the  spouse  or  former  spouse,  the  amount  or  any  part  thereof, 
when  paid,  shall  be  deemed  to  have  been  paid  to  and  received  by  the  spouse 
or  former  spouse  if  the  taxpayer  was  living  apart  from  the  spouse  or  former 
spouse  at  the  time  the  payment  was  received  and  throughout  the  remainder 
of  the  year  in  which  the  payment  was  received. 


61.  (1)  In  computing  the  income  for  a  taxation  year  of  an  individual  resi- 
dent in  Canada,  there  may  be  deducted  an  amount  equal  to  the  lesser  of  > 

(a)  such  amount  as  he  may  claim,  not  exceeding  the  aggregate  ofi 
amounts  each  of  which  is  a  single  payment  I 

(I)  made  by  him  in  the  year  or  within  60  days  after  the  end  of  the  year! 
as  consideration  for  an  income-averaging  annuity  contract  of  the' 
individual,  and  j 

(li)  in  respect  of  which  no  amount  has  been  deducted  in  computing' 
his  income  for  the  immediately  preceding  taxation  year,  and 

(b)  the  amount,  if  any.  by  which  the  aggregate  of 

(i)  the  remainder  obtained  when  the  aggregate  of  the  amounts 
deductible  in  computing  the  taxpayer's  income  for  the  year  by  virtue 
of  paragraphs  BOCj),  (k)  and  (1)  is  deducted  from  the  aggregate  of 
amounts  described  in  subsection  (2)  in  respect  of  the  individual  for 
the  year, 

(il)  the  amount  determined  under  paragraph  3(b)  in  respect  of  the 
individual  for  the  year, 

(iii)  the  individuals  income  for  the  year  from  the  production  of  a  liter-, 
ary.  dramatic,  musical  or  artistic  work, 

(iv)  the  individual's  income  for  the  year  from  his  activities  as  an' 
athlete,  a  musician  or  a  public  entertainer  such  as  a  theatre,  motion 
picture,  radio  or  television  artist,  and 

(iv.1)  the  amount,  if  any,  by  which  the  amount  included  in  computing 
the  income  of  the  individual  for  the  year  by  virtue  of  section  59 
exceeds  the  aggregate  of  amounts  deducted  in  computing  his  income 
for  the  year  under  sections  64  and  66  and  under  section  29  of  the 
Income  Tax  Application  Rules,  1971, 

(2)  For  the  purposes  of  subsection  (1),  an  amount  described  in  this 
subsection  in  respect  of  an  individual  for  a  taxation  year  is  any  following 
amount: 

(a)  any  single  payment  received  by  him  in  the  year 

(i)  out  of  or  under  a  superannuation  or  pension  fund  or  plan 

(A)  upon  the  death,  withdrawal  or  retirement  from  employment 
of  ^  employee  or  former  employee, 

(B)  upon  the  winding-up  of  the  fund  or  plan  in  full  satisfaction  of 
all  rights  of  the  payee  in  or  under  the  fund  or  plan,  or 

(C)  to  which  the  payee  is  entitled  by  virtue  of  an  amendment  to 
the  plan  although  he  continues  to  be  an  employee  to  whom  the 
plan  is  applicable, 

(il)  upon  his  retirerr.ent  as  an  employee  in  recognition  of  long  service 
and  not  made  out  of  or  under  a  superannuation  fund  or  plan, 
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(iii)  pursuant  to  an  employees  profit  sharing  plan  in  full  satisfaction 
of  ail  his  rights  in  or  under  the  plan,  to  the  extent  that  the  amount 
thereof  is  required  to  be  included  in  computing  his  income  for  the  year 
in  which  the  payment  was  received,  or 

(iv)  pursuant  to  a  defered  profit  sharing  plan  upon  the  death,  with- 
drawal or  retirement  from  employment  of  an  employee  or  former 
employee,  to  the  extent  that  the  amount  thereof  is  required  to  be 
included  in  computing  the  individual's  income  for  the  year; 

(b)  a  payment  or  payments  made  by  an  employer  to  the  individual  as  an 
employee  or  former  employee  upon  or  after  retirement  in  respect  of  loss 
of  office  or  employment,  if  made  in  the  year  of  retirement  or  within  one 
year  after  that  year; 

(c)  a  payment  or  payments  paid  to  the  individual  as  a  death  benefit,  if  paid 
in  the  year  of  death  or  within  one  year  after  that  year; 

(d)  any  amount  included  in  computing  the  individual's  income  for  the  year 
by  virtue  of  subsection  146(8),  to  the  extent  that  the  amount  is  a  refund 
of  premiums,  as  defined  by  section  146,  under  a  registered  retirement 
savings  plan  received  by  the  individual  under  the  plan  on  or  after  the  death 
of  the  person  who  was,  immediately  before  his  death,  the  annuitant 
thereunder; 

(e)  any  amount  included  in  computing  the  individual's  income  for  the  yearl 
by  virtue  of  section  13,  14  or  23,  subsection  28(4)  or  (5)  or  paragraph' 
106(2)(a);  | 

(f)  any  amount  deemed  by  section  7  to  be  a  benefit  received  by  the  indi-; 
vidual  in  the  year  by  virtue  of  his  employment; 

(g)  the  amount,  if  any,  by  which  any  amount  received  by  the  individual  in 
the  year  as  or  on  account  of  a  prize  for  achievement  in  a  field  of  endeavour! 
ordinarily  carried  on  by  him  exceeds  $500;  and  ' 

1 
(h)  any  amount  included  in  computing  the  individual's  income  for  the  yeari 
by  virtue  of  subsection  1 46.2(6). 

(3)  Where  a  contract  that  was  at  any  time  an  income-averaging  annuity 
contract  of  an  individual  has,  at  a  subsequent  time,  ceased  to  be  an  income- 1 
averaging  annuity  contract  otherwise  than  by  virtue  of  the  surrender,  cancel- ' 
lation.  redemption,  sale  or  the  disposition  thereof,  the  individual  shall  bei 
deemed  to  have  received  at  that  subsequent  time  as  proceeds  of  the  disposi- ' 
tion  of  an  income-averaging  annuity  contract  an  amount  equal  to  the  fair! 
market  value  of  the  contract  at  that  subsequent  time  and  to  have  acquired  the ' 
contract,  as  another  contract  not  being  an  income-averaging  annuity  contract, 
Immediately  thereafter  at  a  cost  to  him  equal  to  that  fair  market  value. 


(4)  In  this  section, 


(a)  "annual  annuity  amount"  of  an  individual  in  respect  of  an  income-; 
averaging  annuity  contract  means  the  aggregate  of  the  equal  payments' 
described  in  subparagraph  (b)(iii)  that,  under  the  contract,  are  receivable  ' 
by  the  individual  in  the  1 2-months'  period  commencing  on  the  day  that  the  • 
first  such  payment  under  the  contract  becomes  receivable  by  him;  and       i 

(b)  "income-averaging   annuity   contract"   of   an    individual   means  a 
contract 

(I)  between  the  individual  and  a  person  licensed  or  otherwise  author-  j 
ized  under  the  laws  of  Canada  or  a  province  to  carry  on  in  Canada ; 
an  annuities  business  or  a  corporation  licensed  or  otherwise  author- 1 
ized  under  the  laws  of  Canada  or  a  province  to  carry  on  in  Canada  | 
the  business  of  offering  to  the  public  its  services  as  trustee,  < 

(II)  under  which,  in  consideration  of  a  single  payment  by  the  Individ- 1 
ual  as  consideration  under  the  contract,  that  person  agrees  to  pay  to ; 
the  individual,  commencing  at  a  time  no  later  than  10  months  after  the' 
individual  has  made  the  single  payment,  ■ 

(A)  an  annuity  to  the  individual  for  his  life,  with  or  without  a ' 
guaranteed  term  not  exceeding  the  number  of  years  that  is  the; 
lesser  of 

(I)  15,  and  ; 

—     (II)  85  minus  the  age  of  the  individual  at  the  time  the  annuity  ' 
payments  commence,  or  I 

(B)  an  annuity  to  the  individual  for  a  guaranteed  term  described 
in  clause  (A),  and 

(ill)  that  does  not  provide  for  any  payment  thereunder  except 

(A)  the  single  payment  by  the  individual,  and 

(B)  equal  annuity  payments  that  are  to  be  made  annually  or  at 
more  frequent  periodic  intervals. 
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63.  (1)  There  may  be  deducted  in  computing  the  income  for  a  taxation 
year  of  a  taxpayer  who  is 

(a)  a  woman,  or 

(b)  a  man 

(i)  who  at  any  time  in  the  year  was  not  married. 

(li)  who  at  any  time  in  the  year  was  separated  from  his  wife  pursuant 
to  a  decree,  order  or  judgment  of  a  competent  tribunal  or  pursuant 
to  a  written  agreement. 

(Ili)  whose  wife  is  certified  by  a  qualified  medical  practitioner  to  be 
a  person  who. 

(A)  by  reason  of  mental  or  physical  infirmity  and  her  confinement 
throughout  a  period  of  not  less  than  2  weeks  in  the  year  to  bed, 
to  a  wheelchair  or  as  a  patient  in  a  hospital,  asylum  or  other  simi- 
lar institution,  was  incapable  of  caring  for  children,  or 

(B)  by  reason  of  mental  or  physical  infirmity,  was  in  the  year,  and 
is  likely  to  be  for  a  long-continued  period  of  indefinite  duration, 
incapable  of  caring  for  children,  or  I 

(Iv)  whose  wife  was  confined  to  prison  throughout  a  period  of  not  less; 
than  2  weeks  in  the  year,  i 

amounts  paid  by  the  taxpayer  in  the  year  as  or  on  account  of  child  care 
expenses  in  respect  of  the  taxpayer's  children,  to  the  extent  that 

(c)  payment  of  the  amounts  is  proven  by  filing  with  the  Minister  receipts 
each  of  which  contains  the  Social  Insurance  Number  of  any  individual 
payee  who  issued  the  receipt,  and 

(d)  the  aggregate  of  the  amounts  so  paid  by  the  taxpayer  in  the  year  does 
not  exceed  the  least  of  j 

(i)  $2,000,  j 

(II)  the  product  obtained  when  $500  is  multiplied  by  the  number  of] 
the  taxpayer's  children  in  respect  of  whom  the  child  care  expenses! 
were  incurred,  and 

(iii)  %  of  the  taxpayer's  earned  income  for  the  year.  ' 

(2)  For  the  purposes  of  subsection  (1 ), 

(a)  where  the  taxpayer  is  a  man,  subparagraph  (1)(d)(i)  shall  be  read  as 
follows: 

"(I)  the  lesser  of  $2,000  and  an  amount  equal  to  the  product  obtained 
when  the  number  of  weeks  in  the  year  throughout  which 

(A)  he  was  not  married 

(B)  he  was  separated  from  his  wife  pursuant  to  a  written  agree- 
ment, or 

(C)  his  wife  was  confined  as  described  in  clause  (b)(iii)(A)  or 
subparagraph  (b)(iv)  or  was  incapable  as  described  in  clause 
(b)(iii)(B),  ' 

as  the  case  may  be,  is  multiplied  by  the  lesser  of  $60  and  the  product 
obtained  when  $1 5  is  multiplied  by  the  number  of  children  in  respect 
of  whom  the  child  care  expenses  were  incurred",  and 

(b)  where  the  taxpayer  is  a  wife  described  in  subparagraph  (1)(b)(iii)  or 
(iv).  I 

(i)  subparagraph  (1  )(d)(i)  shall  be  read  as  follows:  , 

*'(i)  $2  000  minus  the  amount  deductible  by  virtue  of  this  section  in 
computing  the  income  for  the  year  of  the  taxpayer'&spouse  ",  and 

(il)  subparagraph  (1  )(d)(ii)  shall  be  read  as  follows: 
"(il)  the  amount,  if  any,  by  which 

(A)  the  product  obtained  when  $500  is  multiplied  by  the  number 
of  his  children  in  respect  of  whom  the  child  care  expenses  were 
incurred, 

exceeds^ 

(B)  the  amount  deductible  by  virtue  of  this  section  in  computing 
the  income  for  the  year  of  the  taxpayer's  spouse". 


-  320  - 


(3)  In  this  section. 

(a)  "child  care  expense"  of  a  taxpayer  means  an  expense  incurred  by  the 
taxpayer  for  the  purpose  of  providing  in  Canada,  for  any  child  of  the 
taxpayer,  child  care  services  including  baby  sitting  services,  day  nursery 
services  or  lodging  at  a  boarding  school  or  camp,  if 

(I)  the  child  .was,  during  the  year,  ordinarily  in  the  custody  of  the 
taxpayer  and 

(A)  under  1 4  years  of  age,  or  | 

(B)  14  years  of  age  or  over  and  dependent  by  reason  of  mental 
or  physical  infirmity, 

(li)  the  services  were  provided  to  enable  the  taxpayer  to  perform  the: 
duties  of  an  office  or  employment  or  to  carry  on  a  business  either! 
alone  or  as  a  partner  actively  engaged  in  the  business,  and  ' 

(ili)  the  services  were  provided  by  a  resident  of  Canada  other  than 
a  person 

(A)  in  respect  of  whom  a  deduction  has  been  made  under  sectiooi 
109  in  computing  the  taxable  income  for  the  year  of  the  taxpayer' 
or  his  spouse,  or  I 

(B)  who,  during  the  year,  was  under  21  years  of  age  and' 
connected  with  the  taxpayer  or  his  spouse  by  blood  relationship, 
marriage  cr  adoption,  I 

except  that  I 

(iv)  any  such  expenses  incurred  in  the  year  for  a  child's  lodging  at 
a  boarding  school  or  camp,  to  the  extent  that  the  aggregate  thereofi 
exceeds  the  product  obtained  when  $15  is  multiplied  by  the  number 
of  weeks  in  the  year  during  which  the  child  was  so  lodged,  and  ' 

(v)  tor  greater  certainty,   any  expenses  described   in   paragraph 
I         110(1)(c)  and  any  other  expenses  that  are  incurred  for  medical  or 
hospital  care,  clothing,  transportation  or  education  or  for  board  and 
lodging  (except  as  otherwise  expressly  provided  in  this  paragraph), 

are  not  child  care  expenses;  and  _       _ 

(b)  "earned  incorne"'6f  aTaxpayer  means  the  aggregate  oT 

(i)  all  salaries,  wages  and  other  remuneration,  including  gratuities, 
received  by  him  in  respect  of,  in  the  course  of,  or  by  virtue  of  offices 
and  employments,  and  all  amounts  included  in  computing  his  income 
by  virtue  of  sections  6  and  7, 

(II)  amounts  included  in  computing  his  income  by  virtue  of  paragraph 
56(1)(m).  (n)or(o),  and 

(ill)  his  incomes  from  all  businesses  carried  on  either  alone  or  as  a 
partner  actively  engaged  in  the  business. 


(4)  For  rhe  purposes  of  this  section,  it  shall  be  assumed  that  a  child  oV 
a  woman  and  a  man  who  were  living  together  without  being  married  to  each  I 
other  was  ordinarily  in  the  custody  of  the  woman  and  not  in  the  custody  of  the  j 
man.  ■, 
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69.  (1)  Except  as  expressly  otherwise  provided  in  this  Act. 

(a)  where  a  taxpayer  has  acquired  anything  from  a  person  with  whom  he 
was  not  dealing  at  arm's  length  at  an  amount  in  excess  of  the  fair  market 
value  thereof  at  the  time  he  so  acquired  it,  he  shall  be  deemed  to  have 
acquired  it  at  that  fair  market  value; 

(b)  where  a  taxpayer  has  disposed  of  anything 

(i)  to  a  person  with  whom  he  was  not  dealing  at  arm's  length  for  no 
proceeds  or  for  proceeds  less  than  the  fair  market  value  thereof  at  the 
time  he  so  disposed  of  it,  or 
(II)  to  any  person  by  way  of  gift  inter  vivos. 

he  shall  be  deemed  to  have  received  proceeds  of  disposition  therefor 
equal  to  that  fair  market  value;  and 

(c)  where  a  taxpayer  has  acquired  property  by  way  of  gift,  bequest  or 
inheritance,  he  shaU  be  deemed  to  have  acquired  the  property  at  its  fair 
market  value  at  the  time  he  so  acquired  it. 

(1.1)  Where  a  taxpayer  has  acquired  property  that  is  a  right  or  thing  to 
which  subsection  70(3)  applies,  the  following  rules  apply: 

(a)  paragraph  (1  )(c)  is  not  applicable  to  that  property;  and 

(b)  the  taxpayer  shall  be  deemed  to  have  acquired  the  property  at  a  cost 
equal  to  the  aggregate  of 

(I)  such  part,  if  any,  of  the  cost  thereof  to  the  taxpayer  who  has  died 
as  had  not  been  deducted  by  him  in  computing  his  income  for  any 
year,  and 

(H)  any  expenditures  made  or  incurred  by  him  to  acquire  the  prop- 
erty. I 


70.  (1)  In  computing  the  income  of  a  taxpayer  for  the  taxation  year  in  i 
which  he  died,  an  amount  of  interest,  rent,  royalty,  annuity,  remuneration  from  i 
an  office  or  employment,  or  other  amount  payable  periodicnily,  that  was  not; 
paid  before  his  death,  shall  be  deemed  to  have  accrued  in  equal  daily  amounts 
In'theperiodToTorTn  respecTof  wTiich  the  amount  was  payable,  and  the  valuei 
of  the  portion  thereof  so  deemed  to  have  accrued  to  the  day  of  death  shall  be 
included  in  computing  the  taxpayer's  income  for  the  year  in  which  he  died. 

(2)  Where  a  taxpayer  who  has  died  had  at  the  time  of  his  death  rights  or 
things  (other  than  any  capital  property  or  any  amount  included  in  computing 
his  income  by  virtue  of  subsection  (1)).  the  amount  whereof  when  realized  or 
disposed  of  would  have  been  included  in  computing  his  income,  the  value 
thereof  at  the  time  of  death  shall  be  included  in  computing  the  taxpayer's ! 
income  for  the  taxation  year  in  which  he  died,  except  that  where  his  legal  j 
representative  has,  within  one  year  from  the  date  of  death  of  the  taxpayer  or| 
within  90  days  after  the  mailing  of  any  notice  of  assessment  in  respect  of  the' 
tax  of  the  taxpayer  for  the  year  of  death,  whichever  is  the  later  day,  so  elected. 
a  separate  return  of  the  value  shall  be  filed  and  tax  thereon  shall  be  paid  under 
this  Part  for  the  taxation  year  in  which  the  taxpayer  died  as  if  he  had  been 
another  person  entitled  to  the  deductions  to  which  he  was  entitled  under 
section  109  for  that  year. 

(3)  Where  before  the  time  for  making  an  election  under  subsection  (2)  has 
expired,  a  right  or  thing  to  which  that  subsection  would  otherwise  apply  has 
been  transferred  or  distributed  to  beneficiaries  or  other  persons  beneficially 
interested  in  the  estate  or  trust, 

(a)  subsection  (2)  is  not  applicable  to  that  right  or  thing,  and 

(b)  an  amount  received  by  one  of  the  beneficiaries  or  other  such  persons 
upon  the  realization  or  disposition  of  the  right  or  thing  shall  be  included 
in  computing  his  income  for  the  taxation  year  in  which  he  received  it. 

(3  1)  For  the  purposes  of  this  section,  "rights  or  things"  do  not  include 
eligible  capital  property,  land  included  in  the  inventory  of  a  business  or  a 
property  described  in  any  of  paragraphs  59(2)(a)  to  (e). 

(4)  An  election  made  under  subsection  (2)  may  be  revoked  by  a  notice 

of  revocation  signed  by  the  legal  representative  of  the  taxpayer  and  filed  with 
the  Minister  within  the  time  that  an  election  under  that  subsection  may  be 
made. 
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(5)  Where  in  a  taxation  year  a  taxpayer  has  died,  the  following  rules  apply;  i 

(a)  the  taxpayer  shall  be  deemed  to  have  disposed,  immediately  before; 
his  death,  of  each  property  owned  by  him  at  that  time  that  was  a  capital! 
property  of  the  taxpayer  (other  than  depreciable  property  of  a  prescribed 
class)  and  to  have  received  proceeds  of  disposition  therefor  equal  to  the 
fair  market  value  of  the  property  at  that  time;  : 

(b)  the  taxpayer  shall  be  deemed  to  have  disposed,  immediately  before: 
his  death,  of  all  depreciable  property  of  a  prescribed  class  owned  by  him 
at  that  time  and  to  have  received  proceeds  of  disposition  therefor  equal 
to. 

(i)  where  the  fair  market  value  of  that  property  at  that  time  exceeds 
the  undepreciated  capital  cost  thereof  to  the  taxpayer  at  that  time,  the, 
amount  of  that  undepreciated  capital  cost  plus  Vi  of  the  amount  of  the; 
excess,  and  i 

(N)  in  any  other  case,  the  fair  market  value  of  that  property  at  that  time ' 
plus  Vj  of  the  amount,  if  any,  by  which  the  undepreciated  capital  cost' 
thereof  to  the  taxpayer  at  that  time  exceeds  that  fair  market  value;       j 

(c)  any  person  who.  by  virtue  of  the  death  of  the  taxpayer,  has  acquired! 
any  particular  capital  property  of  the  taxpayer  (other  than  depreciable: 
property  of  a  prescribed  class)  that  is  deemed  by  paragraph  (a)  to  havej 
been  disposed  of  by  him  at  any  time  shall  be  deemed  to  have  acquired: 
it  immediately  after  that  time  at  a  cost  equal  to  its  fair  market  value  imme-< 
diately  before  the  death  of  the  taxpayer;  ! 

(d)  any  person  who,  by  virtue  of  the  death  of  the  taxpayer,  has  acquired  i 
any  particular  depreciable  property  of  the  taxpayer  of  a  prescribed  class' 
that  is  deemed  by  paragraph  (b)  to  have  been  disposed  of  by  him  at  any 
time  shall  be  deemed  to  have  acquired  it  immediately  after  that  time  at  a 
cost  equal  to  that  proportion  of  the  proceeds  of  disposition  of  all  depre- 
ciable property  of  that  class  deemed  by  paragraph  (b)  to  have  been 
received  by  the  taxpayer  that  the  fair  market  value  immediately  before  the 
death  of  the  taxpayer  of  the  particular  property  is  of  the  fair  market  value 
at  that  time  of  all  of  that  property  of  that  class;  and 

(e)  where  any  depreciable  property  of  the  taxpayer  of  a  prescribed  class 
that  is  deemed  by  paragraph  (b)  to  have  been  disposed  of  by  the  taxpayer 
has  been  acquired  by  any  person  by  virtue  of  the  death  of  the  taxpayer 
and  the  amount  that  was  the  capital  cost  to  the  taxpayer  of  that  property 
exceeds  the  amount  determined  under  paragraph  (d)  to  be  the  cost  to  that 
person  thereof,  for  the  purposes  of  sections  1 3  and  20  and  any  regulations 
made  under  paragraph  20(1  )(a). 

(I)  the  capital  cost  to  that  person  of  the  property  shall  be  deemed  to 
be  the  amount  that  was  the  capital  cost  to  the  taxpayer  of  the  prop 
erty,  and 

(ii)  the  excess  shall  be  deemed  to  have  been  allowed  to  that  personi 
in  respect  of  the  property  under  regulations  made  under  paragraph 
20(1  )(a)  in  computing  income  for  taxation  years  before  the  acquisition! 
by  him  of  the  property.  | 


(6)  Where  any  property  of  a  taxpayer  who  was  resident  in  Canada  imme- 
diately before  his  death  that  is  a  property  to  which  paragraphs  (5)(a)  and  (c) 
or  paragraphs  (5)(b)  and  (d).  as  the  case  may  be.  would  otherwise  apply  has, 
on  or  after  his  death  and  as  a  consequence  thereof,  been  transferred  or 
distributed  to 

(a)  his  spouse  who  was  resident  in  Canada  immediately  before  the 
taxpayer's  death,  or 

(b)  a  trust,  created  by  the  taxpayer's  will,  that  was  resident  in  Canada 
immediately  after  the  time  the  property  vested  indefeasibly  in  the  trust  and 
under  which 

(I)  his  spouse  is  entitled  to  receive  all  of  the  income  of  the  trust  that 
arises  before  the  spouse's  death,  and  i 

(ii)  nor  person  except  the  spouse  may.  before  the  spouse's  death, 
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receive  or  otherwise  obtain  the  use  of  any  of  the  income  or  capital  of 
the  trust. 

if  the  property  can,  within  15  months  after  the  death  of  the  taxpayer  or  such 
longer  period  as  is  reasonable  in  the  circumstances,  be  established  to  have 
become  vested  indefeasibly  In  the  spouse  or  trust,  as  the  case  may  be.  not 
later  than  15  months  after  the  death  of  the  taxpayer,  the  following  rules  apply: 

(c)  paragraphs  (5)(a)  to  (d)  are  not  applicable  to  the  property; 

(d)  the  taxpayer  shall  be  deemed  to  have  disposed  of  the  property  imme- 
diately before  his  death  and  to  have  received  proceeds  of  disposition 
therefor  equal  to, 

(I)  where  the  property  was  depreciable  property  of  the  taxpayer  of  a 
prescribed  class,  that  proportion  of  the  undepreciated  capital  cost  to 
him  immediately  before  his  death  of  all  of  the  depreciable  property  of 
the  taxpayer  of  that  class  that  the  fair  market  value  at  that  time  of  the 
property  is  of  the  fair  market  value  at  that  time  of  all  of  the  depreciable 
property  of  the  taxpayer  of  that  class,  and 

(il)  in  any  ottter  case,  the  adjusted  cost  base  to  the  taxpayer  of  the 
property  immediately  before  his  death, 

and  the  spouse  or  trust,  as  the  case  may  be,  shall  be  deemed  to  have: 
acquired  the  property  for  an  amount  equal  to  those  proceeds;  and 

(0)  where  the  property  was  depreciable  property  of  the  taxpayer  of  a' 
prescribed  class,  paragraph  (5)(e)  Is  applicable  as  if  the  reference  therein' 
to  "paragraph  (b)"  and  to  "paragraph  (d)"  v^ere  read  as  references  toj 
"paragraph  (6)(d)".  | 

(6.1)  For  the  purposes  of  subsection  (6)  and  paragraph  104(4)(a),  a  trust 
shall  be  considered  to  be  created  by  a  taxpayer's  will  if  the  trust  is  created 

(a)  under  the  terms  of  the  taxpayer's  will; 

(b)  by  a  disclaimer  by  a  beneficiary  under  the  taxpayer's  will;  or 

(c)  by  an  order  of  a  court  in  relation  to  the  testator's  estate  made  pursuant 
to  any  law  of  a  province  providing  for  the  relief  or  support  of  a  testator's 
dependants.    _  _  j 

(7)  Where  a  trust  created  by  a  taxpayer's  will  would,  but  for  the  payment 
of  or  provision  for  payment  of,  any  particular  testamentary  debts  in  respect 
of  the  taxpayer,  be  a  trust  described  in  subsection  (6),  the  followinq  rules 
apply:  ^ 

(a)  for  the  purpose  of  determining  the  day  on  or  before  which  a  return  oJ 
this  subsection  referred  to  as  the  "taxpayer's  return")  of  the  taxpayer's! 

ncome  for  the  taxation  year  in  which  he  died  is  required  to  be  filed  by  his 
legal  representative,  the  reference  in  paragraph  150(1)(b)  to  "6  months" 
shall  be  read,  except  for  the  purposes  of  section  161.  as  a  reference  to' 
"18  months";  and 

(b)  where  the  taxpayer's  legal  representative  has  so  elected  in  the 
taxpayer's  return  and  has  listedthereln  one  or  more  specified  propertiesi 
(including  any  money)  that  have,  on  or  after  the  taxpayer's  death  and  as 
a  conaequence  thereof,  been  transferred  or  distributed  to  the  trust,  the 
aggregate  fair  market  value  of  which  properties  immediately  after  his 
death  was  not  less  than  the  aggregate  of  the  non-qualifying  debts  in  resp- 
ect of  the  taxpayer, 

(I)  subsection  (6)  does  not  apply  In  respect  of  the  specified  properties 
so  listed,  and 

(M)  notwithstanding  the  payment  of,  or  provision  for  payment  of,  any 
such  particular  testamentary  debts,  the  trust  shall  be  deemed  to  bel 
a  trust  described  in  subsection  (6), 

except  that  where  the  fair  market  value,  Immediately  after  the  taxpayer's' 
death,  of  all  of  the  specified  properties  so  listed  exceeds  the  aggregate! 
of  the  non-qualifying  debts  in  respect  of  the  taxpayer  (the  amount  of  which' 
excess  is  referred  to  in  this  subsection  as  the  "listed  value  excess")  and' 
the  taxpayer's  legal  representative  has  designated  irf  the  taxpayer's  return' 
one  specified  property  so  listed  (other  than  money)  that  is  a  capital  prop-l 
erty  other  than  depreciable  property,  ' 

(HI)  the  amount  of  the  taxpayer's  capital  gain,  if  any,  from  the  dispo-' 
sition  of  that  property  deemed  by  subsection  (5)  to  have  been  made' 
by  him  is  that  proportion  of  that  capital  gain  otherwise  determined  that 

(A)  the  amount.  If  any,  by  which  the  fair  market  value  of  that 
property  immediately  after  the  taxpayer's  death  exceeds  the  listed 
value  excess,  1 

Is  of 

(B)  the  fair  market  value  of  that  property  immediately  after  his 
death,  and 

(Iv)  the  cost  to  the  trust  of  that  property  Is  the  aggregate  of 

(A)  its  adjusted  cost  base  to  the  taxpayer  immediately  before  his 
death,  and 

,  (B)  the  amount  determined  under  subparagraph  (iii)  to  be  the 

I  taxpayer's  capital  gain  from  the  disposition  of  that  property. 
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(8)  For  the  purposes  of  subsection  (7), 


(a)  the  "fair  market  value"  at  any  time  of  any  property  subject  to  a 
mortgage  or  hypothec  is  the  amount,  if  any,  by  which  the  fair  market  value 
at  that  time  of  the  property  otherwise  determined  exceeds  the  amount 
outstanding  at  that  time  of  the  debt  secured  by  the  mortgage  or  hypothec, 
as  the  case  may  be; 

(b)  "non-qualifying  debt"  in  respect  of  a  taxpayer  who  has  died  and  by 
whose  will  any  trust  has  been  created  that  would,  but  for  the  payment  of, 
or  provision  for  payment  of,  any  particular  testamentary  debts  in  respect 
of  the  taxpayer,  be  a  trust  described  in  subsection  (6),  means  any  such 
particular  testamentary  debt  in  respect  of  the  taxpayer  other  than 

(i)  any  estate,  legacy,  succession  or  Inheritance  duty  payable,  in 
consequence  of  the  taxpayer's  death,  in  respect  of  any  property  of. 
or  interest  in,  the  trust,  or 

• 

(II)  any  debt  secured  by  a  mortgage  or  hypothec  on  property  owned 
by  the  taxpayer  immediately  before  his  death;  and  ' 

(c)  "testamentary  debt"  in  respect  of  a  taxpayer  who  has  died  means 

(i)  any  debt  owing  by  the  taxpayer,  or  any  other  obligation  of  the 
taxpayer  to  pay  an  amount,  that  was  outstanding  immediately  before 
his  death,  and  I 

(II)  any  amount  payable  (other  than  any  amount  payable  to  any; 

person  as  a  beneficiary  of  his  estate)  by  his  estate  in  consequence! 

of  his  death,  \ 

Including  any  income  or  profits  tax  payable  by  or  in  respect  of  the  taxpayer ; 
for  the  taxation  year  in  which  he  died  or  for  any  previous  taxation  year, ' 
and  any  estate,  legacy,  succession  or  inheritance  duty  payable  in  conse- ; 
quence  of  his  death.  i 


(9)  Where  any  land  in  Canada  or  depreciable  property  in  Canada  of  a 
prescribed  class  of  a  taxpayer  to  which  paragraphs  5(a)  and  (c)  or  paragraphs 
5(b)  and  (d),  as  the  case  may  be.  would  otherwise  apply  was,  immediately 
before  his  death,  used  by  him,  his  spouse  or  any  of  his  children  in  the  business 
of  farming  and  the  property  has,  on  or  after  the  death  of  the  taxpayer  and  as 
a  consequence  thereof,  been  transferred  or  distributed  to  a  child  of  the' 
taxpayer  who  was  resident  in  Canada  immediately  before  the  death  of  the' 
taxpayer  and  the  property  can,  within  6  months  after  the  death  of  the  taxpayer 
or  such  longer  period  as  is  reasonable  in  the  circumstances,  be  established! 
to  have  become  vested  indefeasibly  in  the  child  not  later  than  6  months  after 
the  death  of  the  taxpayer,  the  following  rules  apply: 

(a)  paragraphs  (5)(a)  to  (d)  are  not  applicable  to  the  property; 

(b)  the  taxpayer  shall  be  deemed  to  have  disposed  of  the  property  Imme- 
diately before  his  death  and  to  have  received  proceeds  of  disposition 
therefor  equal  to, 

(I)  where  the  property  was  depreciable  property  of  the  taxpayer  of  a 
prescribed  class,  that  proportion  of  the  undepreciated  capital  cost  to 
him  immediately  before  his  death  of  all  of  the  depreciable  property  ofj 
the  taxpayer  of  that  class  that  the  fair  market  value  at  that  time  of  the 
property  was  of  the  fair  market  value  at  that  time  of  all  of  the  depre-j 
ciable  property  of  the  taxpayer  of  that  class,  and  ' 

(II)  where  the  property  was  land,  its  adjusted  cost  base  to  the: 
taxpayer  immediately  before  his  death,  | 

and  the  child  shall  be  deemed  to  have  acquired  the  property  for  an  amount 
equal  to  those  proceeds;  and  i 

(c)  where  the  property  was  depreciable  property  of  the  taxpayer  of  a 
prescribed  class,  paragraph  (5)(e)  is  applicable  as  if  the  reference  therein 
to  "paragraph  (b)"  and  to  "paragraph  (d)"  were  read  as  references  to 
"paragraph  (9)(b)". 
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(9.1)  Where  any  land  in  Canada  or  depreciaDie  property  in  Canada  of  a 
prescribed  class  of  a  taxpayer  has  been  transferred  or  distributed  to  a  trust 
described  in  subsection  (6)  or  subsection  73(1).  and  the  property  was,  imme- 
diately before  the  death  of  the  taxpayer's  spouse  who  was  a  beneficiary  under 
the  trust,  used  in  the  business  of  farming  and  has,  on  the  death  of  the  spouse 
and  as  a  consequence  thereof,  been  transferred  or  distributed  to  and  become 
vested  indefeasibly  in  a  child  of  the  taxpayer  who  was  resident  in  Canada 
immediately  before  the  death  of  the  spouse,  the  following  rules  apply: 

<a)  subsections  104(4)  and  (5)  are  not  applicable  to  the  property; 

(b)  the  trust  shall  be  deemed  to  have  disposed  of  the  property  immediately 
before  the  death  of  the  taxpayer's  spouse  and  to  have  received  proceeds 
of  disposition  therefor  equal  to. 

(I)  where  the  property  was  depreciable  property  of  the  trust  of  a 
prescribed  class,  that  proportion  of  the  undepreciated  capital  cost  to 
the  trust  immediately  before  the  death  of  the  spouse  of  all  of  the 

depreciable  property  of  the  trust  of  that  class  that  the  fair  market  value 
at  that  time  of  the  property  was  of  the  fair  market  value  at  that  time 
of  all  of  the  depreciable  property  of  the  trust  of  that  class,  and 

(II)  where  the  property  was  land,  its  adjusted  cost  base  to  the  trust 
immediately  before  the  death  of  the  spouse, 

and  the  child  shall  be  deemed  to  have  acquired  the  property  for  an  amount 
equal  to  those  proceeds:  and 

(c)  where  any  depreciable  property  of  the  trust  of  a  prescribed  class  that 
is  deemed  by  paragraph  (b)  to  have  been  disposed  of  by  the  trust  has  been 
acquired  by  a  child  of  the  taxpayer  by  virtue  of  the  death  of  the  taxpayer's' 
spouse  and  the  amount  that  was  the  capital  cost  to  the  trust  of  that  prop- 
erty exceeds  the  amount  determined  under  paragraph  (b)  to  be  the  cost 
to  the  child  of  that  property,  for  the  purposes  of  sections  13  and  20  and, 
any  regulations  rr.ade  under  paragraph  20(1  )(a), 

(I)  the  capital  cost  to  the  child  of  the  property  shall  be  deemed  to  be 
the  amount  that  was  the  capital  cost  to  the  trust  of  the  property,  and    I 

(li)  the  excess  shall  be  deemed  to  have  been  allowed  to  the  child  in 
respect  of  the  property  under  regulations  made  under  paragraph 
20(1  )(a)  in  computing  income  for  taxation  years  before  the  acquisition 
by  him  of  the  property. 

(10)  For  the  purposes  of  subsection  (9),  "child"  of  a  taxpayer  includes 
a  child  of  his  child  and  a  child  of  his  child's  child. 


73.  (1)  For  the  purposes  of  this  Part,  where  at  any  time  after  1971  any 
particular  capital  property  has  been  transferred  by  a  taxpayer  to  his  spouse, 
or  to  a  trust  created  by  him  under  which 

(a)  his  spouse  is  entitled  to  receive  all  of  the  income  of  the  trust  that  arises 
before  the  spouse's  death,  and 

(b)  no  person  except  the  sipouse  may,  before  the  spouse's  death,  receive 
or  otherwise  obtain  the  use  of  any  of  the  income  or  capital  of  the  trust. 

and  both  the  taxpayer  and  the  spouse  or  trust,  as  the  case  may  be.  were  resi- 
dent in  Canada  at  that  time,  the  particular  property  shall  be  deemed  to  have 
been  disposed  of  at  that  time  by  the  taxpayer  for  proceeds  equal  to, 

(c)  where  the  particular  property  is  depreciable  property  of  a  prescribed 
class,  that  proportion  of  the  undepreciated  capital  cost  to  the  taxpayer 
immediately  before  that  time  of  all  property  of  that  class  that  the  fair  market 
value  immediately  before  that  time  of  the  particular  property  is  of  the  fair 
market  value  immediately  before  that  time  of  all  of  that  property  of  that 
class,  and 

(d)  in  any  other  case,  the  adjusted  cost  base  to  the  taxpayer  of  the  partic- 
ular property  immediately  before  that  time, 

and  to  have  been  acquired  at  that  time  by  the  spouse  or  trust,  as  the  case  may 
be.  for  an  amount  equal  to  those  proceeds. 
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(2)  Where  a  spouse  or  trust,  as  the  case  may  Be.  is  deemed  by  subsection 
(1)to  have  acquired  any  particular  depreciable  property  of  a  prescribed  class 
of  a  taxpayer  for  an  amount  determined  under  paragraph  (1  Xc)  and  the  capital 
cost  to  the  taxpayer  of  the  particular  property  exceeds  the  amount  determined 
under  that  paragraph,  for  the  purposes  of  sections  13  and  20  and  any  requla- 
tions  made  under  paragraph  20(1  )(a) 

(a)  the  capital  cost  to  the  spouse  or  trust,  as  the  case  may  be  of  the 
particular  property  shall  be  deemed  to  be  the  amount  that  was  the  capital 
cost  to  the  taxpayer  thereof,  and 

(b)  the  excess  shall  be  deemed  to  have  been  allowed  to  the  spouse  or 
trust,  as  the  case  may  be.  in  respect  of  the  particular  property  under  regu- 
lations made  under  paragraph  20(1  )(a)  in  computing  income'for  taxation 
years  before  the  acquisition  thereof. 

(3)  For  the  purposes  of  this  Part,  where  at  any  time  after  1971  any  land 
in  Canada  or  depreciable  property  in  Canada  of  a  prescribed  class  of  a 
taxpayer  has  been  transferred  by  a  taxpayer  to  a  child  of  his  who  was  resident 
in  Canada  immediately  before  the  transfer,  and  the  property  was,  immediately 
before  the  transfer,  used  by  him.  his  spouse  or  any  of  his  children  in  the  busi- 
ness of  farming,  the  following  rules  apply: 

(a)  where  the  property  transferred  was  depreciable  property  of  thel 
taxpayer  of  a  prescribed  class,  the  taxpayer  shall  be  deemed  to  have' 
disposed  of  the  property  at  the  time  of  the  transfer  and  to  have  received 
proceeds  of  disposition  therefor  equal  to 

0)  in  any  case  to  which  neither  subparagraph  (ii)  nor  subparagraph: 
(iii)  applies,  the  proceeds  of  disposition  otherwise  determined.  i 

(II)  if  the  proceeds  of  disposition  otherwise  determined  exceeded  the  ■ 
greater  of i 

(A)  the  fair  market  value  of  the  property  immediately  before  the 
time  of  the  transfer,  and 

(B)  that  proportion  of  the  undepreciated  capital  cost  to  him  , 
immediately  before  the  time  of  the  transfer  of  all  of  the  deprecia-  ' 
ble  property  of  the  taxpayer  of  that  class  that  the  fair  market  value 
at  that  time  of  the  property  so  transferred  was  of  the  fair  market 
value  at  that  time  of  all  of  the  depreciable  property  of  the  taxpayer 
of  that  class, 

the  greater  of  the  amounts  referred  to  in  clauses  (A)  and  (B),  or 

(III)  if  the  proceeds  of  disposition  otherwise  determined  were  less 
than  the  lesser  of  the  amounts  referred  to  in  clauses  (ii)(A)  and  (B), 
the  lesser  of  those  amounts; 

(b)  where  the  property  transferred  was  land  of  the  taxpayer,  the  taxpayer 
shall  be  deemed  to  have  disposed  of  the  property  at  the  time  of  the 
transfer  and  to  have  received  proceeds  of  disposition  therefor  equal  to 

(i)  in  any  case  to  which  neither  subparagraph  (ii)  nor  subparagraph 
(iii)  applies,  the  proceeds  of  disposition  otherwise  determined, 

(ii)  if  the  proceeds  of  disposition  otherwise  determined  exceeded  the 
greater  of 

(A)  the  fair  market  value  of  the  land  Immediately  before  the  time 
of  transfer,  and 

(B)  the  adjusted  cost  base  to  the  taxpayer  of  the  land  immediately 
before  the  time  of  the  transfer. 

the  greater  of  the  amounts  referred  to  in  the  clauses  (A)  and  (B).  or 

(III)  if  the  proceeds  of  disposition  otherwise  determined  were  less 
than  the  lesser  of  the  amounts  referred  to  in  clauses  (ii)(A)  and  (B), ! 
the  lesser  of  those  amounts; 

(c)  section  69  does  not  apply  in  determining  the  proceeds  of  disposition 
of  the  depreciable  property  or  the  land;  I 

(d)  the  child  shall  be  deemed  to  have  acquired  the  depreciable  property  i 
or  the  land,  as  the  case  may  be.  for  an  amount  equal  to  the  proceeds  of, 
disposition  deemed  to  have  been  received  under  paragraph  (a)  or  (b). ! 
respectively;  and  i 

(e)  where  the  child  is  deemed  to  have  acquired  depreciable  property  of 
a  prescribed  class  of  the  taxpayer  for  an  amount  determined  under' 
paragraph  (d)  and  the  capital  cost  to  the  taxpayer  of  the  property  exceeds  i 
the  amount  determined  under  that  paragraph,  for  the  purposes  of  sections ' 
1 3  and  20  antf-any  regulations  made  under  paragraph  20(1  )(a)  ' 

(I)  the  capital  cost  to  the  child  of  the  property  shall  be  deemed  to  be! 
the  amount  that  was  the  capital  cost  to  the  taxpayer  thereof,  and 

(Ii)  the  excess  shall  be  deemed  to  have  been  allowed  to  the  child  in 
respect  of  the  property  under  regulations  made  under  paragraph! 
20(1  )(a)  in  computing  income  for  taxation  years  before  the  acquisition ' 
thereof.  t 


(4)  For  the  purposes  of  subsection  (3).  "child"  of  a  taxpayer  includes  a 
child  of  his  child  and  a  child  of  his  child's  child. 
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74.  (1 )  Where  a  person  has.  on  or  after  August  1 ,  1917,  transterrea  prop- 
erty either  directly  or  indirectly  by  means  of  a  trust  or  by  any  other  means 
whatever  to  his  spouse,  or  to  a  person  who  has  since  become  his  spouse,  any 
income  or  loss  as  the  case  may  be,  for  a  taxation  year  from  the  property  or 
from  property  substituted  therefor  shall,  during  the  lifetime  of  the  transferor 
while  he  is  resident  in  Canada  and  the  transferee  is  his  spouse,  be  deemed 
to  be  income  or  a  loss,  as  the  case  may  be.  of  the  transferor  and  not  of  the 
transferee. 

(2)  Where  a  person  has,  after  1971,  transferred  property  either  directly  or 
indirectly  by  means  of  a  trust  or  by  any  other  means  whatever  to  his  spouse, 
or  to  a  person  who  has  since  become  his  spouse,  (which  property  is  referred 
to  in  this  subsection  as  "transferred  property"),  the  following  rules  apply: 

(a)  the  amount,  if  any  by  which  ' 

(i)  the  aggregate  of  the  transferee's  taxable  capital  gains  for  the  year 
from  disposition^  of  transferred  property  other  than  listed  personal 
property  and  from  dispositions  of  property  (other  than  listed  personal 
property)  substituted  tor  transferred  property 

exceeds 

(II)  the  aggregate  of  the  transferee's  allowable  capital  losses  for  the 
year  from  dispositions  of  transferred  property  other  than  listed 
personal  property  and  from  dispositions  of  property  (other  than  listed 
personal  property)  substituted  for  transferred  property, 

shall,  during  the  lifetime  of  the  transferor  while  the  transferor  is  resident 
in  Canada  and  the  transferee  is  his  spouse,  be  deemed  to  be  a  taxable 
capital  gain  of  the  transferor  for  the  year  from  the  disposition  of  property 
other  than  listed  personal  property;  j 

(b)  the  amount,  if  any.  by  which  the  aggregate  determined  under' 
subparagraph  (a)(ii)  exceeds  the  aggregate  determined  under  subpara-l 
graph  (a)(i)  shall,  during  the  lifetime  of  the  transferor  while  the  transferor' 
is  resident  in  Canada  and  the  transferee  is  his  spouse,  be  deemed  to  be! 
an  allowable  capital  loss  of  the  transferor  for  the  year  from  the  disposition' 
of  property  other  than  listed  personal  property; 

(c)  the  amount,  if  any,  by  which 

(I)  the  amount  that  the  aggregate  of  the  transferee's  gains  for  the  vear 
from  dispositions  of  listed  personal  property  would  be  ^f  the  transferee 
had  at  no  time  owned  listed  personal  property  other  than  listed 
personal  property  that  was  transferred  property  or  property  substi- 
tuted  therefor 

exceeds 

(II)  the  amount  that  the  aggregate  of  the  transferee's  losses  for  the 
year  from  dispositions  of  listed  personal  property  would  be  if  the 
transferee  had  at  no  time  owned  listed  personal  property  other  than 
listed  personal  property  that  was  transferred  property  or  property 
substituted  therefor,  r-    r-     j        ^    h=  ly 

shall,  during  the  lifetime  of  the  transferor  while  the  transferor  is  resident 
in  Canada  and  the  transferee  is  his  spouse,  be  deemed  to  be  a  gain  of  the 
transferor  for  the  year  from  the  disposition  of  listed  personal  property; 

(d)  the  amount,  if  any,  by  which  the  aggregate  determined  under 
^S?frfP^  ^u^^a^  exceeds  the  aggregate  determined  under  subpara- 
graph (c)(i)  shall,  during  the  lifetime  of  the  transferor  while  the  transferor 
IS  resident  in  Canada  and  the  transferee  is  his  spouse,  be  deemed  to  be 
a  loss  of  the  transferor  for  the  year  from  the  disposition  of  listed  personal 
property;  and 

(e)  any  taxable  capital  gain  or  allowable  capital  loss  or  any  gain  or  loss 
/^>  r  !"*°  account  in  computing  an  amount  described  in  paragraph  (a) 
(b)  (c)  or  (d)  shall,  except  for  the  purposes  of  those  paragraphs  to  the 
extent  that  the  amount  so  described  is  deemed  by  virtue  of  this  subsection 
to  be  a  taxable  capital  gain  or  an  allowable  capital  loss  or  a  gain  or  loss 
of  the  transferor,  be  deemed  not  to  be  a  taxable  capital  gain  or  an  allow- 
able capital  loss  or  a  gain  or  loss,  as  the  case  may  be.  of  the  transferee. 

(3)  Where  a  person  has  received  remuneration  as  an  employee  of  his 

(4)  Where,  in  a  taxation  year,  a  person  has  received  remuneration  as  the 
employee  of  a  partnership  in  which  his  spouse  was  a  partner,  the  proportion 
of  the  remuneration  that  the  spouse's  interest  in  the  partnership  business  was 
of  the  interest  of  all  the  partners  shall  be  deemed  to  have  been  received  by 
the  spouse  as  part  of  the  income  from  the  business  for  the  year  and  not  to  have 
been  received  by  the  employee.  j 
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(5)  Where  a  husband  and  wife  were  partners  in  a  business,  the  income 
of  one  spouse  from  the  business  for  a  taxation  year  may,  in  the  discretion  of 
the  Minister,  be  deemed  to  belong  to  the  other  spouse. 

(6)  This  section  does  not  apply  in  respect  of  "a  transfer  of  property  by  a 
taxpayer  to  a  trust  governed  by  a  registered  retirement  savings  plan  under 
which  the  taxpayer's  spouse  is,  immediately  after  the  transfer,  an  annuitant 
and  the  taxpayer  is,  by  virtue  of  subsection  146(5.1),  entitled  to  a  deduction 
in  computing  his  income  for  a  taxation  year  equal  to  the  fair  market  value  of' 
the  property  so  transferred.  ! 


75.  (1)  Where  a  taxpayer  has,  since  1930,  transferred  property  to  a, 
person  who  was  under  18  years  of  age,  either  directly  or  indirectly,  by  means 
of  a  trust  or  by  any  other  means  whatever,  any  income  or  loss,  as  the  case  may 
be,  for  a  taxation  year  from  the  property  or  from  property  substituted  therefor  I 
shall,  during  the  lifetime  of  the  transferor  while  he  is  resident  in  Canada,  be; 
deemed  to  be  income  or  a  loss,  as  the  case  may  be,  of  the  transferor  and  not : 
of  the  transferee,  unless  the  transferee  has.  before  the  end  of  the  year,  attained 
the  age  of  1 8  years. 

(2)  Where,~by  a  trust  created  in  any  rnanner  whatever  since  1934,  property 
is  held  on  condition 

(a)  that  it  or  property  substituted  therefor  may 

(i)  revert  to  the  person  from  whom  the  property  or  property  for  which 
it  was  substituted  was  directly  or  indirectly  received,  or 
(ii)  pass  to  persons  to  be  determined  by  him  at  a  time  subsequent  to 
the  creation  of  the  trust,  or 

(b)  that,  during  the  lifetime  of  the  person  from  whom  the  property  or 
property  for  which  it  was  substituted  was  directly  or  indirectly  received, 
the  property  shall  not  be  disposed  of  except  with  his  consent  or  in  accor- 
dance with  his  direction, 

any  income  or  loss  from  the  property  or  from  property  substituted  therefor,  or| 
any  taxable  capital  gain  or  allowable  capital  loss  from  the  disposition  of  thei 
property  or  of  property  substituted  therefor,  shall,  during  the  lifetime  of  such, 
person  while  he  is  resident  in  Canada,  be  deemed  to  be  income  or  a  loss,  as 
the  case  may  be,  or  a  taxable  capital  gain  or  allowable  capital  loss,  as  the  casej 
may  be,  of  such  person. 

(3)  For  the  purpose  of  this  section  and  section  74,  where  a  person  who 
did  own  or  hold  property  has  disposed  of  it  and  acquired  other  property  in 
substitution  therefor  and  subsequently,  by  one  or  more  further  transactions, 
has  effected  one  or  more  further  substitutions,  the  property  acquired  by  any 
such  transaction  shall  be  deemed  to  have  been  substituted  for  the  property 
originally  owned  or  held. 
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75.1  (1)  Where 

(a)  a  taxpayer  has,  after  1971.  transferred  property  (which  property  is 

referred  to  in  this  subsection  as  "transferred  property")  to  a  child  of  his 
in  circumstances  such  that  subsection  73(3)  applied  in  respect  of  the 
transfer. 

(b)  the  transfer  was  made  at  less  than  the  fair  market  value  of  the  trans- 
ferred property  immediately  before  the  time  of  the  transfer,  and 

(c)  in  a  taxation  year,  the  transferee  disposed  of  the  transferred  property 
and  did  not,  before  the  fend  of  that  year,  attain  the  age  of  1 8  years. 

the  following  rules  apply: 

(d)  the  amount,  if  any,  by  which 

(i)  the  aggregate  of  the  transferee's  taxable  capital  gains  for  the  year 
from  dispositions  of  transferred  property  i 

exceeds 

(ii)  the  aggregate  of  the  transferee's  allowable  capital  losses  for  the 
year  from  dispositions  of  transferred  property. 

shall,  during  the  lifetime  of  the  transferor  while  the  transferor  is  resident 
in  Canada,  be  deemed  to  be  a  taxable  capital  gain  of  the  transferor  for 
the  year  from  the  disposition  of  property;  , 

(e)  the  amount,  if  any,  by  which  the  aggregate  determined  under 
subparagraph  (d)(ii)  exceeds  the  aggregate  determined  under  subpara-; 
graph  (d)(i)  shall,  during  the  lifetime  of  the  transferor  while  the  transferor! 
is  resident  in  Canada,  be  deemed  to  be  an  allowable  capital  loss  of  the; 
transferor  for  the  year  from  the  disposition  of  property;  and 

(f)  any  taxable  capital  gain  or  allowable  capital  loss  taken  into  account: 
in  computing  an  amount  described  in  paragraph  (d)  or  the  amount 
described  in  paragraph  (e)  shall,  except  for  the  purposes  of  those 
paragraphs,  to  the  extent  that  the  amount  so  described  is  deemed  by 
virtue  of  this  subsection  to  be  a  taxable  capital  gain  or  an  allowable  capital 
loss  of  the  transferor,  be  deemed  not  to  be  a  taxable  capital  gain  or  an 
allowable  capital  loss,  as  the  case  may  be,  of  the  transferee. 

(2)  For  the  purposes  of  this  section,  "child"  of  a  taxpayer  includes  a  child 
of  his  child  and  a  child  of  his  child's  child. 


103.  (1)  Where  the  members  of  a  partnership  have  agreed  to  share,  in  a 
specified  proportion,  any  income  or  loss  of  the  partnership  from  any  source 
or  from  sources  in  a  particular  place,  as  the  case  may  be,  or  any  other  amount 
in  respect  of  any  activity  of  the  partnership  that  is  relevant  to  the  computation 
of  the  income  or  taxable  income  of  any  of  the  members  thereof,  and  the 
principal  reason  for  the  agreement  may  reasonably  be  considered  to  be  the 
reduction  or  postponement  of  the  tax  that  might  otherwise  have  been  or 
become  payable  under  this  Act,  the  share  of  each  member  of  the  partnership 
in  the  income  or  loss,  as  the  case  may  be.  or  in  that  other  amount,  is  the 
amount  that  is  reasonable  having  regard  to  all  the  circumstances  including  the 
proportions  in  which  the  members  have  agreed  to  share  profits  and  losses  of' 
the  partnership  from  other  sources  or  from  sources  in  other  places. 

(2)  For  the  purposes  of  this  section,  the  word  "losses"  when  used  in  the  i 
expression  "profits  and  losses"  means  losses  determined  without  reference' 
to  other  provisions  of  this  Act.  >. 
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109.(1)  For  the  purpose  of  computing  the  taxable  income  of  an  individual 
for  a  taxation  year,  there  may  be  deducted  from  his  income  for  the  year  such 
of  the  following  amounts  as  are  applicable. 

(a)  in  the  case  of  an  individual  v^^ho.  during  the  year,  was  a  married  person 
who  supported  his  spouse,  an  amount  equal  to  the  aggregate  o. 

(i)  $1,600  ,  and 

(ii)  $1 ,400    less  the  amount,  if  any,  by  which  the  spouse's  income  for 

theyear  while  married  exceeds  S300  ; 

(b)  in   the  case  of  an   individual   not  entitled   to  a   de9uction   under 
paragraph  (a)  who,  during  the  year, 

(i)  was  an  unmarried  person  or  a  married  person  who  did  not  support 
or  live  with  his  spouse  and  was  not  supported  by  his  spouse,  and 

(ii)  whether  by  himself  or  jointly  with  one  or  more  other  persons,; 

maintained  a  self-contained  domestic  establishment  (in  which  the 
individual  lived)  and  actually  supported  therein  a  person  who,  during 
the  year,  was 

(A)  wholly  dependent  for  support  upon,  and 

(B)  connected,  by  blood  relationship,  marriage  or  adoption,  with 

the  taxpayer,  or  the  taxpayer  and  such  one  or  more  other  persons,  I 
as  the  case  may  be,  ' 

an  amount  equal  to  the  aggregate  of 

(ill)  $1,600*.  and 

(iv)  $1 .400'  less  the  amount,  if  any,  by  which  the  income  for  the  year 
of  the  dependent  person  exceeds  $300'; 

(c)  in  the  case  ot  an   individual   not  entitled  to  a  deduction   under 
paragraph  (a)  or  (b),  $1,600*; 

(d)  for  Child  or  grandchild  of  the  individual  who,  during  the  year,  was 
wholly  dependent  upon  him  for  support  and  was 

(i)  under  21  years  of  age, 

(ii)  21  years  of  age  or  over  and  dependent  by  reason  of  mental  or 
physical  infirmity,  or 

(iii)  21  years  of  age  or  over  and  in  .full-time  attendance  at  a  school 
or  university. 

an  amount  equal  to 

(iv)  if  the  child  or  grandchild  has  not  attained  the  age  of  16  years 
before  the  end  of  the  year,  $300"  less  Vz  of  the  amount,  if  any,  by 
which  the  income  for  the  year  of  the  child  or  grandchild,  as  the  case 
may  be,  exceeds  $1,100".  and  ! 

(v)  in  any  other  case,  $550"  less  the  amount,  if  any.  by  which  the 
income  for  the  year  of  the  child  or  grandchild,  as  the  case  may  be, 
exceeds  $1,150"; 

:  (e)  for  eacn  niece  or  nephew  of  the  individual  or  his  spouse,  who,  during 
the  year,  resided  in  Canada,  was  wholly  dependent  upon  the  individual  for 
support  and  was  a  person  described  in  subparagraph  (d)(i)  (ii)  or  (iii)  if 
during  theyear,  '    'j 

(i)  the  mother  of  the  niece  or  nephew,  as  the  case  may  be.  was  living ' 
apart  from,  and  was  separated  pursuant  to  a  divorce,  judicial  separa-i 
tion  or  written  separation  agreement  from,  her  husband  or  former- 
husband  and  was  not  in  receipt  of  any  amount  as  alimony  or  otheri 
allowance  payable  on  a  periodic  basis  for  the  maintenance  of  the 
niece  or  nephew, 

(Ii)  the  father  of  the  niece  or  nephew,  as  the  case  may  be  was  physi-i 
cally  or  mentally  infirm,  or  j 

(iii)  the  father  of  the  niece  or  nephew,  as  the  case  may  be,  was! 
deceased  and  the  mother  was  not  remarried,  " 

an  amount  equal  to, 

(iv)  if  the  niece  or  nephew  has  not  attained  the  age  of  1 6  years  before 
the  end  of  tffe  year,  $300*  less  Vi  of  the  amount,  if  any,  by  which  the 

income  for  the  year  of  the  niece  or  nephew,  "as  the  case  may  be. 
exceeds  $1,100".  and 

(v)  in  any  other  case,  $550*  less  the  amount,  if  any.  by  which  the 
income  for  the  year  of  the  niece  or  nephew,  as  the  case  may  be. 
exceeds  $1,150*;  I 
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(n  an  amount  expended  by  the  individual  during  the  year  for  the  support 
of  a  person  who.  during  the  year,  was  dependent  upon  the  individual  for 
support  and  was 

(I)  his  parent  or  grandparent  and  dependent  by  reason  of  mental  or 
physical  infirmity. 

(li)  his  brother  or  sister 

(A)  under  21  years  of  age, 

(B)  21  years  of  age  or  over  and  dependent  by  reason  of  mental 
or  physical  infirmity,  or 

(C)  21  years  of  age  or  over  and  in  full-time  attendance  at  a  school 
or  university, 

not  exceeding  an  amount  equal  to,  : 

(lii)  if  the  person  has  not  attained  the  age  of  16  years  before  the  end 
of  the  year,  $300*  less  Vi  of  the  amount,  if  any,  by  which  the  income 
for  the  year  of  the  person  exceeds  $1 ,1 00' .  and 

(iv)  in  any  other  case.  $550*  less  the  amount,  if  any,  by  which  the 
income  for  the  year  of  the  person  exceeds  $1,150'; 

(g)  an  amount  expended  by  the  individual  during  the  year  for  the  support 
of  a  person  who,  during  the  year,  was  the  aunt  or  uncle  of  the  individual 
or  of  the  individual's  spouse  and  was 

(i)  resident  in  Canada,  and  i 

(II)  dependent  upon  the  individual  for  support  by  reason  of  mental  or 
physical  infirmity, 

not  exceeding  $550*  less  the  amount,  if  any,  by  which  the  income  for  the  ■ 
year  of  the  person  exceeds  $1 ,1 50'; 

(h)  in  the  case  of  an  individual  who,  before  the  end  of  the  year,  has! 
attained  the  age  of  65  years,  $1,000";  and  j 

(I)  where  the  taxpayer's  spouse  has,  before  the  end  of  the  year,  attained  > 
the  age  of  65  years,  the  amount  by  which  $1,000  exceeds  the  spouse's) 
income  for  the  year  minus  all  amounts  deductible  under  this  section' 
otherwise  than  by  virtue  of  paragraph  (h).  i 


ruleilppi?:  ^^®  ^'''''°^®  °'  ^  deduction  under  paragraph  (1)(b),  the  following 

(a)  no  deduction  may  be  made  under  that  paragraph  by  any  taxoaver  in 
respect  of  more  than  one  person;  ^      a    j^    uy  dny  Taxpayer  in 

(b)  Where  a  taxpayer  is  entitled  to  a  deduction  under  that  paraoraoh  in 
respect  of  any  persori  therein  described,  neither  the   axUyef  nor  ar^v ' 
other  axpayer  is  entitled  to  a  deduction  under  paragraph  (1VdWe)?fV' 
or  (g)  m  respect  of  that  person;  and  ^yrdpn  ^  xo;,  (e;.  (t)^ 

ff=.lil°  ^u^  *^^"  °"®  taxpayer  is  entitled  to  a  deduction  under  that' 
paragraph  m  respect  of  the  same  person  or  the  same  domestic  estlblsh' 
ment.  and  in  he  event  of  failure  on  the  part  of  two  or  more  taxpavlrs 
otherwise  entitled  to  a  deduction  under  that  paragraph  to  agree  as  to  thi 

Jn^^KL^^St^^rora^fS.^^  ^^^^- "'  ^'^-^'-  ^^--i-i 

itshiS^b:°a;ru^mSS,rn?e\°;;S^/c2^?r"a?;TsVs^;5^  T^l^T^^'"^  <^^^^>' 

(4)  Where  a  taxpayer  is  entitled  to  a  deduction  in  computing  his  income  ■ 
for  a  taxation  year  under  paragraph  60(b)  or  (c)  in  respect  of  a  payment  for, 
the  maintenance  of  a  spouse  or  child,  the  spouse  or  child  shall,  for  the! 
purposes  of  this  section,  be  deemed  not  to  be  the  spouse  or  child  of  the ' 
taxpayer. 

(5)  Where  more  than  one  taxpayer  is,  in  respect  of  a  taxation  vear  PntitiArt 


-   332  - 

~r'7'(4)  The  tax  payable  by  an  individuaf  under  this  Part  upon  his  taxable 
income  or  taxable  income  earned  in  Canada,  as  the  case  may  be,  (in  this 
subdivision  referred  to  as  the  "amount  taxable")  for  the  1975  taxation  year  is 

(a)  9%  of  the  amount  taxable  if  the  amount  taxable  does  not  exceed  $500, 

(b)  $45  plus  18%  of  the  amount  by  which  the  amount  taxable  exceeds 
$500  if  the  amount  taxable  exceeds  $500  and  does  not  exceed  $1 .000. 

(c)  $135  plus  19%  of  the  amount  by  which  the  amount  taxable  exceeds 
$1 ,000  if  the  amount  taxable  exceeds  $1 ,000  and  does  not  exceed  $2,000, 

(d)  $325  plus  20%  of  the  amount  by  which  the  amount  taxable  exceeds 
$2,000  if  the  amount  taxable  exceeds  $2,000  and  does  not  exceed  $3,000. 

e)  $525  plus  21%  of  the  amount  by  which  the  amount  taxable  exceeds 
'3,000  if  the  amount  taxable  exceeds  $3,000  and  does  not  exceed  $5,000, 

f)  $945  plus  23%  of  the  amount  by  which  the  amount  taxable  exceeds 
5,000  if  the  amount  taxable  exceeds  $5,000  and  does  not  exceed  $7,000.  i 

(g)  $1 ,405  plus  25%  of  the  amount  by  which  the  amount  taxable  exceeds, 
$7,000  if  the  amount  taxable  exceeds  $7,000  and  does  not  exceed  $9,000. 

(h)  $1 .905  plus  27%  of  the  amount  by  which  the  amount  taxable  exceeds! 
$9,000  if  the  amount  taxable  exceeds  $9,000  and  does  not  exceed' 
$11,000, 

(i)  $2,445  plus  31%  of  the  amount  by  which  the  amount  taxable  exceeds 
$11,000  if  the  amount  taxable  exceeds  $11,000  and  does  not  exceed 
$14,000, 

(j)  $3,375  plus  35%  of  the  amount  by  which  the  amount  taxaoie  exceeas 

$14  000  if  the  amount  taxable  exceeds  $14,000  and  does  not  exceed 

$24!000. 

(k)  $6,875  plus  39%  of  the  amount  by  which  the  amount  taxable  exceeds 

$24,000  if  the  amount  taxable  exceeds  $24,000  and  does  not  exceed 

$39',  000, 

(I)  $1 2  725  plus  43%  of  the  amount  by  which  the  amount  taxable  exceeds 

$39,006  if  the  amount  taxable  exceeds  $39,000  and  does  not  exceed 

$60,000. 

(m)  $21,755  plus  47%  of  the  amount  by  which  the  amount  taxable 

exceeds  $60,000  if  the  amount  taxable  exceeds  $60,000. 


HI-  (5)  The  tax  payable  by  an  individual  under  this  Part  upon  his  taxable 
income  or  taxable  income  earned  in  Canada,  as  the  case  may  be.  (in  this 
subdivision  referred  to  as  the  "amount  taxable")  for  the  1976  and  sutisequent 
taxation  years  is 

(a)  6%  of  the  amount  taxable  if  the  amount  taxable  does  not  exceed  $500, 

(b)  $30  plus  18%  of  the  amount  by  which  the  amount  taxable  exceeds 
$500  if  the  amount  taxable  exceeds  $500  and  does  not  exceed  $1,000, 

(c)  $120  plus  19%  of  the  amount  by  which  the  amount  taxable  exceeds 
$1 ,000  if  the  amount  taxable  exceeds  $1 .000  and  does  not  exceed  $2,000, 

(d)  $310  plus  20%  of  the  amount  by  which  the  amount  taxable  exceeds 
$2,000  if  the  amount  taxable  exceeds  $2,000,  and  does  not  exceed  $3,000. 

(e)  $510  plus  21%  of  the  amount  by  which  the  amount  taxable  exceeds 
$3,000,  if  the  amount  taxable  exceeds  $3,000  and  does  not  exceed  $5,000. 

(f)  $930  plus  23%  of  the  amount  by  which  the  amount  taxable  exceeds 
$5,000  if  the  amount  taxable  exceeds  $5,000  and  does  not  exceed  $7,000, 

(g)  $1,390  plus  25%  of  the  amount  by  which  the  amount  taxable  exceeds 
$7,000  if  the  amount  taxable  exceeds  $7,000  and  does  not  exceed  $9,000, 

(h)  $1 ,890  plus  27%  of  the  amount  by  which  the  amount  taxable  exceeds; 
$9,000  if  the  amount  taxable  exceeds  $9,000  and  does  not  exceed' 
$11,000,  I 

(i)  $2,430  plus  31%  of  the  amount  by  which  the  amount  taxable  exceeds, 
$11,000  if  the  amount  taxable  exceeds  $11,000  and  does  not  exceed, 
$14,000, 

(j)  $3,360  plus  35%  of  the  amount  by  which  the  amount  taxable  exceeds, 
$14,000  if  the-amount  taxable  exceeds  $14,000  and  does  not  exceed; 
$24,000,  I 

(k)  $6,860  plus  39%  of  the  amount  by  which  the  amount  taxable  exceeds] 
$24,000  if  the  amount  taxable  exceeds  $24,000  and  does  not  exceed 
$39,000,  I 

(I)  $12,710  plus  43%  of  the  amount  by  which  the  amount  taxable  exceeds 
$39,000  if  the  amount  taxable  exceeds  $39,000  and  does  not  exceed 
$60,000. 

(m)  $21,740  plus  47%  of  the  amount  by  which  the  amount  taxable} 
exceeds  $60,000  if  the  amount  taxable  exceeds  $60,000. 
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tl7'  (7)  Where  the  tax  otherwise  payable  by  a  taxpayer  for  a  taxation  year 
under  this  Part  is  greater  than  the  aggregate  of 

(a)  the  tax  that  would  be  payable  by  the  taxpayer  if  the  taxpayer  could 
deduct  in  computing  his  taxable  income  for  the  year  a  payment  described 
in  paragraph  110(1)(c)  in  respect  of  any  person  who  would  be  a  depen- 
dant (in  respect  of  whom  the  taxpayer  could  make  a  deduction  from  his 
income  for  the  year)  if  that  person's  income  for  the  year  were  not  in  excess 
of  $1,700.  and 

(b)  the  amount  by  which  the  income  of  the  person  described  in  paragraph 
(a)  exceeds  51,700. 

the  tax  otherwise  payable  for  the  year  under  this  Part  may  be  reduced  to  that 
aggregate. 


117.1  (1)  The  followirtg  amounts  as  applicable  for  a  taxation  year, 
namely. 

(a)  the  amounts  of  $1 .600,  $1 .400  and  $550  referred  to  in  section  1 09. 

(b)  the  amount  of  S300  referred  to  in  paragraphs  1 09(1  )(d),  (e)  and  (f),      [ 

(c)  the  amount  of  $1,000  referred  to  in  paragraphs  109(1)(h)  and  (i)  and 
in  paragraphs  110(1)(e)and  (e.1).  and 

(d)  each  amount  expressed  in  dollars  referred  to  in  paragraphs  (a)  to  (m) 
of  subsections  117(3),  (4)  and  (5).  i 

shall  be  adjusted  annually  so  that  the  amount  to  be  used  for  the  taxation  year! 
is  an  amount  equal  to  the  product  obtained  by  multiplying  I 

(e)  the  amount  that  would  have  been  applicable  for  the  taxation  year  ifi 
no  adjustment  had  been  made  under  this  section  with  respect  to  that  year' 

by 

(f)  the  ratio  that  the  adjusted  Consumer  Price  Index  for  the  twelve-month 
period  ending  on  the  30th  day  of  September  next  before  that  year  bears 
to  the  adjusted  Consumer  Price  Index  for  the  twelve-month  period  ending 
on  the  30th  day  of  September.  1972. 

(2)  The  amount  of  $300  referred  to  in  subparagraphs  109(1)(a)  (ii)  and 
(b)(iv)  as  applicable  for  a  taxation  year  shall  be  adjusted  annually  so  that  the 
amount  to  be  used  for  the  taxation  year  is  the  amount  by  which  ti.e  aggregrate- 
of  i 

(a)  the  product  obtained  by  multiplying  $1,600  by  the  ratio  determined 
under  paragraph  (1)(f)  for  the  purpose  of  making  the  adjustment  under* 
subsection  (1 )  for  the  taxation  year,  and  ' 

(b)  $100 

exceeds  the  product  obtained  by  multiplying  $1 ,400  by  the  said  ratio. 

(3)  The  amount  of  $1,100  referred  to  in  paragraphs  109(1)(d),  (e)  and  (f) 
as  applicable  for  a  taxation  year  shall  be  adjusted  annually  so  that  the  amount 
to  be  used  for  the  taxation  year  is  the  amount  by  which  the  aggregate  of 

(a)  the  product  obtained  by  nuiitiplying  $1^600  by  the  ratio  determined 
under  paragraph  (1)(f)  for  the  purpose  of  making  the  adjustment  under 
subsection  (1 )  for  the  taxation  year,  and 

(b)  $100 

exceeds  twice  the  product  obtained  by  multiplying  $300  by  the  said  ratio.  | 

(4)  The  amount  of  $1,150  referred  to  in  paragraphs  109(1)(d),  (e),  (f)  and 
(g)  as  applicable  for  a  taxation  year  shall  be  adjusted  annually  so  that  the^ 
amount  to  be  used  for  the  taxation  year  is  the  amount  by  which  the  aggregate 
of 

(a)  the  product  obtained  by  multiplying  $1,600  by  the  ratio  determined 
under  paragraph  (1)(f)  for  the  purpose  of  making  the  adjustment  under 
subsection  (1 )  for  the  taxation  year,  and 

(b)  $100. 

exceeds  the  product  obtained  by  multiplying  $550  by  the  said  ratio. 

(5)  Each  amount  expressed  in  dollars  referred  to  in  paragraphs  1 1 7(7)(a) 
and  (b)  and  118(3)(b)  as  applicable  for  a  taxation  year  shall  be  adjusted 
annually  so  that  theamount  to  be  used  for  the  taxation  year  is  an  amount  equal 
to  the  aggregate  of 

(a)  the  product  obtained  by  multiplying  $1,600  by  the  ratio  determined' 
under  paragraph  (1)(t)  for  the  purpose  of  making  the  adjustment  under 
subsection  (1 )  for  the  taxation  year,  and 

(b)  $100. 
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(6)  In  the  event  that  an  amount  to  be  used  for  a  taxation  year  by  virtue' 
of  an  adjustment  under  this  section  contains  a  fraction  of  a  dollar,  the  amount 
shall  be  rounded  to  the  nearest  w/hole  dollar  or.  if  the  result  is  equidistant  from 
the  two  whole  dollars,  to  the  higher  thereof. 

(7)  In  this  section. 

(a)  a  reference  to  the  adjusted  Consumer  Price  Index  for  any  period 
means  the  Consumer  Price  Index  for  that  period  as  adjusted  in  the  manner 
prescribed  by  regulation,  and 

(b)  a  reference  to  the  Consumer  Price  Index  for  any  twelve-month  period 
means  the  average  of  the  Consumer  Price  Index  for  Canada,  as  published 
by  Statistics  Canada  under  the  authority  of  the  Statistics  Act,  for  each 
month  in  that  twelve-month  period. 

(8)  In  the  event  that  the  ratio  determined  under  paragraph  (1)(f)  for  a 
taxation  year  commencing  after  1974  is  less  than  the  ratio  determined  under 
that  paragraph  for  the  purpose  of  making  the  adjustment  for  the  immediately 
preceding  taxation  year,  the  ratio  for  the  taxation  year  shall  be  deemed  to  be 
that  determined  for  the  immediately  preceding  taxation  year. 


160.  (1)  Where  a  person  has,  on  or  after  the  1st  day  of  May.  1951.  trans- 
ferred property,  either  directly  or  indirectly,  by  means  of  a  trust  or  by  any  other 
means  whatever,  j 

(a)  to  his  spouse  or  to  a  person  who  has  since  become  his  spouse,  or 

(b)  to  a  person  who  was  under  18  years  of  age, 
the  following  rules  are  applicable: 

(c)  the  transferee  and  transferor  are  jointly  and  severally  liable  to  pay  a 
part  of  the  transferor's  tax  under  this  Part  for  each  taxation  year  equal  to 
the  amount  by  which  the  tax  for  the  year  is  greater  than  it  would  have  been 
if  it  were  not  for  the  operation  of  section  74  or  section  75.  as  the  case  may 
be,  in  respect  of  income  from  the  property  so  transferred  or  from  property 
substituted  therefor;  and 

(d)  the  transferee  and  transferor  are  jointly  and  severally  liable  to  pay  the 
lesser  of 

(i)  any  amount  that  the  transferor  was  liable  to  pay  under  this  Act  on 
the  day  of  the  transfer,  and 

(II)  a  part  of  any  amount  that  the  transferor  was  so  liable  to  pay  equal 
to  the  value  of  the  property  so  transferred; 

but  nothing  in  this  subsection  shall  be  deemed  to  limit  the  liability  of  the  trans- 
feror under  any  other  provision  of  this  Act. 

(2)  The  Minister  may  at  any  time  assess  a  transferee  in  respect  of  any; 
amount  payable  by  virtue  of  this  section  and  the  provisions  of  this  Division  are^ 
applicable  mutatis  mutandis  in  respect  of  an  assessment  made  under  this 
section  as  though  it  had  been  made  under  section  152. 

(3)  Where  a  transferor  and  transferee  have,  by  virtue  of  subsection  (1). 
become  jointly  and  severally  liable  in  respect  of  part  or  all  of  a  liability  of  the 
transferor  under  this  Act.  the  following  rules  are  applicable: 

(a)  a  payment  by  the  transferee  on  account  of  his  liability  shall  to  the' 
extent  thereof  discharge  the  joint  liability;  but 

(b)  a  payment  by  the  transferor  on  account  of  his  liability  only  discharges 
the  transferee's  liability  to  the  extent  that  the  payment  operates  to  reduce 
the  transferor's  liability  to  an  amount  less  than  the  amount  in  respect  of 
which  the  transferee  was.  by  subsection  (1).  made  jointly  and  severally 
liable. 
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245.  (1)  In  computing  income  for  the  purposes  of  this  Act.  no  deduction 
may  be  made  in  respect  of  a  disbursement  or  expense  made  or  incurred  in 
respect  of  a  transaction  or  operation  that,  if  allowed,  would  unduly  or  artifi- 
cially reduce  the  income. 

(2)  Where  the  result  of  one  or  more  sales,  exchanges,  declarations  of 
trust,  or  other  transactions  of  any  kind  whatever  is  that  a  person  confers  a 
benefit  on  a  taxpayer,  that  person  shall  be  deemed  to  have  made  a  payment 
to  the  taxpayer  equal  to  the  amount  of  the  benefit  conferred  notwithstanding 
the  form  or  legal  effect  of  the  transactions  or  that  one  or  more  other  persons 
were  also  parties  thereto;  and,  whether  or  not  there  was  an  intention  to  avoid 
or  evade  taxes  under  this  Act,  the  payment  shall,  depending  upon  the  circum- 
stances, be 

I 

(a)  included  in  computing  the  taxpayer's  income  for  the  purpose  of  Part 

I.  I 

(b)  deemed  to  be  a  payment  to  a  non-resident  person  to  which  Part  Xill 

applies,  or  ' 

(c)  deemed  to  be  a  disposition  by  way  of  gift. 

«ntp2!i  l^t!f  h^  '*  *^  established  that  a  sale,  exchange  or  other  transaction  was 
entered  mto  by  persons  dealmg  at  arm's  length,  bona  fide  and  not  pursuant 
?  n/rf '.f^"^  °^- 1"^  °^^?'  transaction  and  not  to  effect  payment,  in  whole  S 
nr^tho  o    ^"  existing  or  future  obligation,  no  party  thereto  shall  be  regarded 

whom^'eTas^JJalmg^^^^""-  ^'  ''''''  ^°"'^-^  ^  '^^^'^  ^  ^  P^^  -^^ 


S^H  7.  (2)  Where,  in  the  case  of  two  or  more  corporations,  the  Minister  is  satis-i 
fled  ! 

(a)  that  the  separate  existence  of  those  corporations  in  a  taxation  year  is 
not  solely  for  the  purpose  of  carrying  out  the  business  of  those  corpora-- 
tions  in  the  most  effective  manner,  and 

(b)  than  one  of  the  main  reasons  for  such  separate  existence  in  the  year! 
is  to  reduce  the  amount  of  taxes  that  would  otherwise  be  payable  under 
this  Act 

the  two  or  more  corporations  shall,  if  the  Minister  so  directs,  be  deemed  to  be' 
associated  with  each  other  in  the  year.  I 

S>>^  ?■  (3)  On  an  appeal  from  an  assessment  made  pursuant  to  a  direction  under^ 
this  section,  the  Tax  Review  Board  or  the  Federal  Court  may  ! 

(a)  confirm  the  direction;  j 

(b)  vacate  the  direction  if .  i 

(i)  in  the  case  of  a  direction  under  subsection  (1),  it  determines  that 
none  of  the  purposes  of  the  transaction  or  series  of  transactions 
referred  to  in  subsection  (1 )  was  or  is  to  effect  a  substantial  reduction^ 
of,  or  disappearance  of.  the  assets  of  a  corporation  in  such  a  manner 
that  the  whole  or  any  part  of  any  tax  that  might  otherwise  have  beenj 
or  become  payable  under  this  Act  in  consequence  of  any  distribution 
of  income  of  a  corporation  has  been  or  will  be  avoided,  or  i 

(ii)  in  the  case  of  a  direction  under  subsection  (2).  it  determines  thatj 
none  of  the  main  reasons  for  the  separate  existence  of  the  two  or, 
more  corporations  is  to  reduce  the  amount  of  tax  that  would  otherwise 
be  payable  under  this  Act;  or 

(c)  vary  the  direction  and   refer  the  matter  back  to  the  Minister  for, 
reassessment. 
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251.  (1)  For  the  purposes  ot  this  Act. 

(a)  related  persons  shall  be  deemed  not  to  deal  with  each  other  at  arm's 
length;  and 

(b)  it  Is  a  question  of  fact  whether  persons  not  related  to  each  other  were 
at  a  particular  time  dealing  with  each  other  at  arm's  length. 

(2)  For  the  purpose  of  this  Act  "related  persons",  or  persons  related  to 
each  other,  are 

(a)  individuals  connected  by  blood  relationship,  marriage  or  adoption; 

(b)  a  corporation  and 

(i)  a  person  who  controls  the  corporation,  if  it  is  controlled  by  one 
person, 

(ii)  a  person  who  iS  a  member  of  a  related  group  that  controls  thd 
corporation,  or  | 

(iii)  any  person  related  to  a  person  described  by  subparagraph  (i)  or 
(ii); 

(c)  any  two  corporations  i 

(i)  if  they  are  controlled  by  the  same  person  or  group  of  persons. 

(ii)  if  each  of  the  corporations  is  controlled  by  one  person  and  the' 
person  who  controls  one  of  the  corporations  is  related  to  the  person 
who  controls  the  other  corporation. 

(iii)  if  one  of  the  corporations  is  controlled  by  one  person  and  that 
person  is  related  to  any  member  of  a  related  group  that  controls  the; 
other  corporation.  ! 

(iv)  if  one  of  the  corporations  is  controlled  by  one  person  and  that 
person  is  related  to  each  member  of  an  unrelated  group  that  controls 
the  other  corporation, 

(v)  if  any  member  of  a  related  group  that  controls  one  of  the  corpora- 
tions is  related  to  each  rfiember  of  an  unrelated  group  that  controls  f 
the  other  corporation,  or 

(vl)  if  each  member  of  an  unrelated  group  that  controls  one  of  the 
corporations  is  related  to  at  least  one  member  of  an  unrelated  qrouDi 
that  controls  the  other  corporation  i 


252.  (1)  in  this  Act,  words  referring  to  a  child  of  a  taxpayer  include  I 

;    (a)  an  illegitimate  child  of  the  taxpayer. 

'    (b)  a  person  who  is  wholly  dependent  on  the  taxpayer  for  support  and  of 
whom  the  taxpayer  has.  or  immediately  before  such  person  attained  the 
age  of  21  years  did  have,  in  law  or  in  fact,  the  custody  and  control,  and 
(c)  a  daughter-in-law  or  son-in-law  of  the  taxpayer. 

(2)  In  this  Act.  words  referring  to  a  parent  of  a  taxpayer  include  a  person 
whose  child  the  taxpayer  is.  in  the  taxation  year  in  respect  of  which  the; 
expression  is  being  employed,  within  the  meaning  of  subsection  (1)  or  whose 
child  the  taxpayer  had  previously  been  within  the  meaning  of  paragraph  (1  )(b). 
and  ' 

(a)  "brother"  includes  brother-in-law,  ; 

(b)  "grandparent"  includes  grandmother-in-law  and  grandfather-in-law,  i 

(c)  "parent"  includes  mother-in-law  and  father-in-law,  and 

(d)  "sister"  includes  sister-in-law. 


(6)  For  the  purposes  of  this  Act,  other  than  clause  1 09(1  )(b)(ii)(B), 

(a)  persons  are  connected  by  biood  relationship  if  one  is  the  child  or  other 
descendant  of  tfie  other  or  one  is  the  brother  or  sister  of  the  other; 

(b)  persons  are  Connected  by  marriage  if  one  is  married  to  the  other  or 
to  a  person  who  is  so  connected  by  blood  relationship  to  the  other;  and 

(c)  persons  are  connected  by  adoption  if  one  has  been  adopted,  either 
legally  or  in  fact,  as  the  child  of  the  other  or  as  the  child  of  a  person  who 

'    is  so  connected  by  blood  relationship  (otherwise  than  as  a  brother  or 
I    sister)  to  the  other. 
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ITAR  PROVISIONS 


20.  (1)  Where  the  capital  cost  to  a  taxpayer  of  any  depreciable  properly 
acquired  by  him  before  1972  and  owned  by  him  without  interruption  from 
December  31,1 971  until  such  time  after  1 971  as  he  disposed  of  it  is  less  than 
the  fair  market  value  of  the  property  on  valuation  day  and  less  than  the 
proceeds  of  disposition  thereof  otherwise  determined,  the  following  rules 
apply: 

(a)  for  the  purposes  of  section  13  of  the  amended  Act,  subdivision  c  of 
Division  B  of  Part  I  thereof  and  any  regulations  made  under  paragraph 
20(1  )(a)  thereof,  the  taxpayer's  proceeds  of  disposition  of  the  properly 
shall  be  deemed  to  be  an  amount  equal  to  the  aggregate  of  its  capital  cost 
to  him  and  the  amount,  if  any,  by  which  the  proceeds  of  disposition  thereof 
otherwise  determined  .exceeds  the  fair  market  value  of  the  property  on 
valuation  day;  and 

(b)  where  the  property  has,  by  one  or  more  transactions  or  events  (other 
than  the  death  of  a  taxpayer  to  which  subsection  70(5)  of  the  amended 
Act  applies)  between  persons  not  dealing  at  arm's  length,  become  vested, 
in  another  taxpayer  : 

(i)  for  the  purposes  of  section  13  of  the  amended  Act,  subdivision  c! 
of  Division  B  of  Pari  I  thereof  and  any  regulations  made  under! 
paragraph  20(1  )(a)  thereof,  that  other  taxpayer  shall  be  deemed  to 
have  acquired  the  property  at  a  capital  cost  equal  to  the  proceeds 
deemed  to  have  been  received  for  the  property  by  the  person  from  i 
whom  that  other  taxpayer  acquired  the  property,  and  : 

(li)  for  the  purposes  of  this  subsection,  that  other  taxpayer  shall  be 
deemed  to  have  acquired  the  property  before  1972  at  a  capital  cost 
equal  to  the  capital  cost  of  the  property  to  the  taxpayer  who  actually 
owned  the  property  at  the  end  of  1 971 ,  and  to  have  owned  it  without , 
interruption  from  December  31,  1971  until  such  time  after  1971  as  he' 
disposed  of  it.  | 

(1.1)  Subsection  (1)  is  not  applicable  in  any  case  in  which 

(a)  subsection  70(6)  or  73(1)  of  the  amended  Act  is  applicable  in  respect 
of  the  disposition  by  a  taxpayer  of  any  depreciable  properly  of  a 
prescribed  class  to  the  spouse  or  trust,  as  the  case  may  be,  referred  to 
therein;  and 

(b)  subsection  70(9)  of  the  amended  Act  is  applicable  in  respect  of  the 
disposition  by  a  taxpayer  of  any  depreciable  property  of  a  prescribed  class 
to  a  child  referred  to  therein, 

except  that  where  the  spouse,  trust  or  child,  as  the  case  may  be,  subsequently! 
disposes  of  the  property  at  any  time,  subsection  (1)  is  applicable  as  if  the; 
spouse,  trust  or  child,  as  the  case  may  be.  had  acquired  the  property  before^ 
1972  and  owned  it  without  interruption  from  December  31 ,  1971  until  that  time. 

n  1  i)"For  the  purposes'ofTubsection  (1 .1 ).  "child"  of  a  taxpayer  includes 
a  child  of  his  child  and  a  child  of  his  child's  chUd. ^^^^  ! 

(1  2)  Where,  by  virtue  of  a  transaction  to'which  any  of  subsections  85(1). 
(2)  or  (3)  87(2)  97(2),  98(3)  or  (5)  or  107(2)  or  section  88  of  the  amended  Act 
applies  a  taxpayer  has  at  any  particular  time  after  1971  acquired  any  depre- 
ciable property  of  a  prescribed  class  from  a  person  who  acquired  the  property 
before  1972  and  owned  it  without  interruption  from  December  31.  1971  until 
the  particular  time,  for  the  purposes  of  subsection  (1)  the  taxpayer  shall  be 
deemed  to  have  acquired  the  property  before  1972  and  to  have  owned  it 
without  interruption  from  December  31.  1971  until  such  time  after  1971  as  he 
disposed  of  it.  > 

(1.3)  Without  restricting  the  generality  of  section  18.  where  any  deprecia- ' 
ble  property  has  been  transferred  before  1972  in  circumstances  such  that 
subsection  20(4)  of  the  former  Act  would,  if  that  provision  were  applicable  to  ! 
transfers  of  property  made  in  the  1972  taxation  year,  be  applicable,  paragraph  I 
69(1  )(b)  of  the  amended  Act  is  not  applicable  to  the  transfer  and  subsection  i 
20(4)  of  the  former  Act  is  applicable  thereto.  { 
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1^-  (3)  For  the  purpose  of  computing  the  adjusted  cost  base  to  a  taxpayer  of 
any  capital  property  (other  than  depreciable  property  or  an  interest  in  a 
partnership)  that  was  owned  by  him  on  December  31.  1971  and  thereafter 
without  interruption  until  such  time  as  he  disposed  of  it,  its  cost  to  him  shall 
be  deemed  to  be  the  amount  that  is  neither  the  greatest  nor  the  least  of  the 
following  three  amounts,  namely: 

(a)  its  actual  cost  to  him  or.  if  the  property  was  an  obligation,  its  amortized 
cost  to  him  on  January  1 . 1 972. 

(b)  its  fair  market  value  on  valuation  day,  and 

(c)  the  amount,  if  any,  by  which  the  aggregate  of 
(I)  his  proceeds  of  disposition  of  the  property, 

(ii)  all  amounts  required  by  subsection  53(2)  of  the  amended  Act  to 
be  deducted  in  computing  its  adjusted  cost  base  to  him  immediately 
before  the  disposition,  and 

(ill)  all  amounts  described  in  clause  (5)(c)(ii)(B)  that  are  relevant  in 
computing  its  adjusted  cost  base  to  him  immediately  before  the 
disposition, 
exceeds  the  aggregate  of 

(iv)  all  amounts  required  by  subsection  53(1)  of  the  amended  Act  to 

be  added  in  computing  its  adjusted  cost  base  to  him  immediately 

before  the  disposition,  and 

(v)  all  amounts  described  in  clause  (5)(c)(i)(B)  that  are  relevant  in 

computing  its  adjusted  cost  base  to  him  immediately  before  the 

disposition, 

except  that  where  two  or  more  of  the  amounts  determined  under  paragraphs 
(a)  to  (c)  in  respect  of  any  property  are  the  same  amount,  that  amount  shall 
be  deemed  to  be  its  cost  to  the  taxpayer. 


^t'  (5)  Where  any  capital  property  (other  than  depreciable  property  or  an 
interest  in  a  partnership)  that  was  owned  by  a  taxpayer  (in  this  subsection  j 
referred  to  as  the  "original  owner")  on  June  18,  1971  has,  by  one  or  more, 
transactions  or  events  between  persons  not  dealing  at  arm's  length,  become! 
vested  in  another  taxpayer  (in  this  subsection  referred  to  as  the  "subsequent! 
owner")  and  the  original  owner  has  not  made  an  election  under  subsection^ 
(7)  in  respect  of  the  property,  notwithstanding  the  provisions  of  the  amended! 
Act,  for  the  purposes  of  computing,  at  any  particular  time  after  1971.  the! 
adjusted  cost  base  of  the  property  to  the  subsequent  owner,  t 

(a)  the  subsequent  owner  shall  be  deemed  to  have  owned  the  property; 
on  June  18,  1971  and  thereafter  without  interruption  until  the  particular, 
time;  [ 

(b)  for  the  purposes  of  this  section,  the  actual  cost  of  the  property  to  the 
subsequent  owner  or,  if  the  property  was  an  obligation,  its  amortized  cost 
to  him  on  January  1, 1972  shall  be  deemed  to  be  the  amount  that  was  its 
actual  cost  or  its  amortized  cost  on  January  1.  1972,  as  the  case  may  be, 
to  the  original  owner;  and  { 

(c)  where  the  property  became  vested  in  the  subsequent  owner  after 
1971,  there  shall  be  added  to  the  cost  to  him  of  the  property  (as  deter-, 
mined  under  subsection  (3))  the  amount,  if  any,  by  which  , 

(I)  the  aggregate  of  amounts  each  of  which  is  | 

(A)  a  capital  gain  (other  than  any  amount  deemed  by  subsection] 
40(3)  of  the  amended  Act  to  be  a  capital  gain)  from  the  disposition 
after  1971  of  the  property  by  a  person  who  owned  the  property 
before  it  so  became  vested  in  the  subsequent  owner. 

(B)  an  amount  required  by  subsection  53(1)  of  the  amended  Act 
to  be  added  in  computing  the  adjusted  cost  base  of  the  property, 
to  a  person  (other  than  the  subsequent  owner)  described  in 
clause  (A),  or 

(C)  an  amount  determined  under  paragraph  88(1  )(d)  of  the' 
amended  Act  in  computing  the  cost  of  the  property  to  the  subse- 
quent owner  or  a  person  who  owned  the  property  before  it 

became  vested  in  the  subsequent  owner,  | 

I 
exceeds  I 

(II)  the  aggregate  of  amounts  each  of  which  is  ; 
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(A)  a  capital  loss  or  an  amount  that  would  but  for  subsection 
85(4)  of  the  amended  Act  be  a  capital  loss  from  the  disposition 
after  1971  of  the  property  by  a  person  who  owned  the  property 
before  it  so  became  vested  in  the  subsequent  owner,  or 

(B)  an  amount  required  by  subsection  53(2)  of  the  amended  Act 
to  be  deducted  in  computing  the  adjusted  cost  base  of  the  prop- 
erty to  a  person  (other  than  the  subsequent  owner)  described  in 
clause  (A), 

and  there  shall  be  deducted  from  the  cost  to  him  of  the  property  the 
amount,  if  any,  by  which  the  aggregate  determined  under  subparagraph 
(ii)  exceeds  the  aggregate  determined  under  subparagraph  (i). 


(5.1)  For  the  purposes  of  subsection  (5).  an  amalgamation  (within  the< 
meaning  assigned  by  section  87  of  the  amended  Act)  of  two  or  more  Canadian  • 
corporations  shall  be  deemed  to  be  a  transaction  between  persons  not  dealing' 
at  arm's  length. 


^(,-   (18)  Where 

(a)  a  taxpayei  owned,  on  December  31,  1971  and  thereafter  without 
interruption  until  his  death,  any  land  referred  to  in  subsection  70(9)  of  the 
amended  Act, 

(b)  the  land  has,  on  or  after  the  death  of  the  taxpayer  and  as  a  conse- 
quence thereof,  been  transferred  or  distributed  to  a  child  of  the  taxpayer 
"Who  was  resident  in  Canada  immediately  before  the  death  of  the  taxpayer, 
and 

(c)  the  land  can,  within  6  months  after  the  death  of  the  taxpayer  or  such 
longer  period  as  is  reasonable  in  the  circumstances,  be  established  to 
have  become  vested  indefeasibly  in  the  child  not  later  than  6  months  after 
the  death  of  the  taxpayer,  | 

the  following  rules  apply. 

(d)  paragraph  70(9)(b)  of  the  amended  Act  does  not  apply  for  the  purpose 
of  determining  the  cost  to  the  child  of  the  land  or  part  thereof,  as  the  casei 
may  be,  and  | 

(e)  subsection  (5)  shall  apply  in  respect  of  the  transfer  or  distribution  of 
the  land  to  the  child  as  if  the  references  therein  to  "June  18,  1971"  were; 
references  to  "December  31 , 1 971 ".  \ 

at-  (19)  Where  a  taxpayer  owned,  on  December  31,  1971,  and  thereafter 
without  interruption  until  a  transfer  thereof  by  him  to  his  child,  in  circum-| 
stances  to  which  subsection  73(3)  of  the  amended  Act  applies,  land  referred! 
to  in  that  subsection,  the  following  rules  apply: 

(a)  paragraph  73(3)(d)  of  the  amended  Act  does  not  apply  for  the  purpose! 
of  determining  the  cost  to  the  child  of  the  land,  and 

(b)  subsection  (5)  shall  apply  in  respect  of  the  transfer  of  the  land  to  the 
child  as  if  the  references  therein  to  "June  18.  1971"  were  references  to 
"December  31. 1971". 

^i'   (20)  For  the  purposes  of  subsections  (18)  and  (19),  "child"  of  a  taxpayer 
includes  a  child  of  his  child  and  a  child  of  his  child's  child. 
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APPENDIX  B 


TAX  RATES  IN  THE  UNITED  STATES 


Single  Persons- 
Section  1(c)  -  Internal 
Revenue  Code 


Head  of  Household- 
Section  1(b)  -  Internal 
Revenue  Code 


Taxable 

Tax  on 

income 

lower  amt. 

> 

500 

%       70 

1.000 

145 

1,500 

225 

2.000 

310 

4.000 

690 

6,000 

l.UO 

8,000 

1,590 

10.000 

2,090 

12,000 

2.630 

14.000 

3,210 

16.000 

3,830 

18.000 

4.510 

20,000 

5,230 

22.000 

5.990 

26.000 

7.590 

32.000 

10.290 

38.000 

13.290 

44.000 

16.590 

50.000 

20.190 

60,000 

26.390 

70,000 

32.790 

80.000 

39,390 

90.000 

46,190 

100.000 

53.090 

Rate  ortl 
excess  | 

14%   j 

15 

16 

17 

19 

21 

24 

25 

27 

29 

31 

34 

36 

38 

40 

45 

50 

55 

60 

62 

64 

66 

68 

69 

70 


Taxable 

Tax  on 

Rate  on 

Income 

lower  amt. 

excess 

s...... 

% 

14% 

1.000 

140 

16 

2.000 

300 

18 

4,000 

660 

19 

6.000 

1.040 

22 

8,000 

1.480 

23 

10,000 

1.940 

25 

12.000 

2,440 

27 

14.000 

2,980 

28 

16.000 

3.540 

31 

18,000 

4.160 

32 

20.000 

4.800 

35 

22,000 

5.500 

36 

24,000 

6.220 

38 

26,000 

6,980 

41 

28,000 

7.800 

42 

32.000 

9.480 

45 

36.000 

11.280 

48 

38.000 

12,240 

51 

40,000 

13.260 

52 

44.000 
50,000 

15,340 

55 

18.640 

56 

:  52,000 

19.760 

58 

64,000 

26,720 

59 

70.000 

30.260 

61 

76,000 

33,920 

62 

80,000 

36,400 

63 

88.000 

41.440 

64 

100.000 

49.120 

66 

120.000 

62.320 

67 

140.000 

75.720 

68 

160,000 

89.320 

69 

180,000 

103,120 

70 
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Married 

Mar 

ried 

Individuals 

Individuals 

Filing 

Joint 

Filing 

Returns  and 

Separate 

Surviving 

Returns   - 

Spouses  - 

Section   1(d) 

Section   1(a) 

Internal 

Revenu 

e 

Internal 

Revenue 

Code 

• 

Cod 

le 

Taxable 

Tax  on 

Rate 

Tax  on 

ICate 

income 

amt. 

on 
excess 

amt. 

on 
excess 

$         0 

$ 

14% 

s 

14% 

500 

70 

15 

70 

14 

1.000 

145 

16 

140 

15 

1.500 

225 

17 

215 

15 

2.000 

310 

19 

290 

16 

3.000 

500 

19 

450 

17 

4.000 

690 

22 

620 

19 

6.000 

1.130 

25 

1,000 

19 

8,000 

1.630 

28 

U80 

22 

10.000 

2.190 

32 

1,820 

22 

12,000 

2,830 

36 

2.260 

25 

14.000 

3.550 

39 

2.760 

25 

16.000 

4.330 

42 

3,260 

28 

18.000 

5.170 

45 

3,820 

28 

20.000 

6,070 

48 

4.380 

32 

22,000 

7,030 

50 
50 

5.020 

32 

24,000 

8.030 

5.660 

36 

26.000 

9.050 

53 

6,380 

36 

28,000 

10,090 

53 

7,100 

39 

32.000 

12.210 

55 
55    " 

8,660 
10,340 

42 
45' 

'  36.b00 

14.410 

38.000 

15,510 

58 

11,240 

45 

40.000 

16.670 

58 

12,140 

48 

44.000 

18.990 

60 

14,060 

50 

!  50.000 

22,590 

62 

17.060 

50  - 

1  52,000 

23,830 

62 

18,060 

53 

!  60,000 

28,790 

64 

22,300 

53 

•  64,000 

31,350 

64 

24.420 

55 

70,000 

35,190 

66 

27.720 

55 

76,000 

39,150 

66 

31,020 

58 

80,000 

41,790 

68 

33.340 

58 

88,000 

47,230 

68 

37.980 

60 

90.000 

48.590 

69 

39,180 

60 

100,000 

55,490 

70 

45,180 

62 

120,000 

69,490 

70 

57.580 

64 

,140,000 

83.490 

70 

70.380 

66   ' 

,160,000 

97,490 

70 

83,580 

68 

180,000 

111.490 

70 

^7.180 

69 

200.000 

125,490 

70 

110,980 

70 
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APPENDIX  C 


TAX  RATES  IN  THE  UNITED  KINGDOM 


S.  7(1)  of  Finance  Act,  1974  is  as  follows: 

(1)  Income  tax  for  the  year  1974-75  shall  be  charged  at  the  basic  rate  of  33  per  cent.-; 
and 

(a)  in  respect  of  so  much  of  an  individual's  total  income  as  exceeds  ;^4,500  at  such 

higher  rates  as  are  specified  in  the  Table  below;  and — 

(6)  in  respect  of  so  much  of  the  investment  income  included  in  an  individual's  total 

income  as  exceeds  j{2,000,  at  the  additional  rate  of  15  per  cent. 

TABLB 

Part  of  exc*u  ovtr  £4,500  Higher  raU 

Thefirtt£500  38% 

The  n«xt  £1.000  43% 

Thenext£l,000  '48% 

■""-      The  next  £1,000  53% 

The  next  £2,000  58% 

The  next  £2,000  63% 

The  next  £3,000  68% 

The  next  £5,000  73% 

The  renutinder  83% 
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APPENDIX  D 


CARTER  COMMISSION  RECOMMENDED  RATE  SCHEDULES 
TABLE  11-18,  PAGE  202  OF  CARTER  REPORT 


Taxable  Income 

Less  than  $  1,000 

$  1,000  -  1,500 

1,500  -  2,000 

2,000  -  2,100 

2,100  -  3,000 

3,000  -  4,000 

4,000  -  5,000 

5,000  -  6,000 

6,000  -  8,000 

8,000  -  10,000 

10,000  -  12,000 

12,000  -  15,000 

15,000  -  20,000 

20,000  -  25,000 

25,000  -  30,000 

30,000  -  40,000 

40,000  -  50,000 

50,000  -  60,000 

60,000  -  80,000 

80,000  -  100,000 

Over  100,000 


Unattached 

Individuals 

Family 

Units 

Tax  at 
Bottom  of 
Bracket 
$ 
None 

Marginal 
Tax  Rate 
on  Income 
In  Bracket 
% 

Tax  at 

Bottom  of 
Bracket 
$ 
None 

Marginal 
Tax  Rate 
on  Income 
In  Bracket 
% 

None 

12 

None 

— 

60 

15 

None 

— 

135 

17 

None 

— 

152 

17 

None 

13 

305 

20 

117 

16 

505 

22 

277 

18 

725 

23 

457 

19 

955 

24 

647 

20 

1.435 

26 

1,047 

21 

1,955 

28 

1,467 

22 

2,515 

30 

1,907 

24 

3,415 

32 

2,627 

27 

5,015 

35 

3.977 

31 

6,765 

37 

5,527 

35 

8,615 

39 

7,277 

38 

12,515 

42 

11,077 

42 

16,715 

44 

15,277 

44 

21,115 

46 

19,677 

46 

30,315 

49 

28,877 

49 

40,115 

50 

38,677 

50 
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APPENDIX  E 


THE  DOLLAR  VALUE  OF  HOUSEHOLD  WORK  BY 

CATHERINE  E.  WALKER  AND  WILLIAM  H.  GAUGER 

TABLE  4 


Table  4.     Average  Annual 

Dollar  Value  of  Time  Contributed  by  Various  Members  in  All 

Household  Work.  (All  Values  Expressed  to 

• 

Nearest  $100) 

Number  of 
Children 

Age  in  Years 

Employed-Wife 
Households 

Nonemployed-Wife 
Households 

Wife 

Wife      Husband 

Wife       Husband 

under  25 

$2600          $1100 

$3900         $  700 

No 

25-39 

2800            1100 

4500              900 

children 

40-54 

3200              600 

4600            1200 

I 

55  and  over 

3200              900 

4100           1600 

! 

Youngest 
Child 

Wife       Husband 

12-17 
Year  Olds 

Wifo      Husband 

12-17 
Year  Oldsj 

1 

12-17 

$3700          $1400 

$  800 

$5300          $1600 

$  900 

6-lL 

4400              900 

- 

5200            1200 

— 

2-5 

3600            1200 

- 

5200            1400 

— 

1 

5000              400 

- 

5900            1400 

- 

under  1 

*                   » 

- 

6600           1300 

- 

2 

12-17 

3600            1300 

900 

5600            1300 

700 

6-11 

4100            1200 

700 

5600            1300 

600 

2-5 

4800            1400 

900 

6400            1300 

600 

1 

4900            2800 

» 

6900            1300 

» 

under  1 

6200            1300 

» 

7600            1200 

» 

3 

12-17 

2800            1200 

800 

5000              800 

800 

6-11 

4800            1200 

1000 

5600            1300 

900 

2-5 

5900            1700 

» 

6200            1100 

900 

1 

5800            2000 

* 

6900            1300 

1200 

under  1 

5200            1700 

* 

8000            1200 

■» 

4 

12-17 

4600            1000 

1000 

4700              800 

700 

6-11 

4100              700 

600 

6100            1100 

800 

2-5 

»                  » 

* 

7000            1200 

600 

1 

*                  w 

* 

6800            1500 

800 

under  1 

*                  » 

* 

8400            1700 

» 

5-6 

12-17 

*                  * 

* 

_                  _ 

_ 

6-11 

•                  » 

» 

6600            1600 

1100 

2-5 

*                  * 

» 

6900            1200 

800 

1 

*                  * 

» 

5800              900 

» 

under  1 

*                  * 

* 

8100            1700 

900 

7-9 

6-11      - 

—                  - 

- 

»                  » 

» 

2-5 

*                  * 

» 

6800           1800 

900 

1 

—                  —  ■ 

— 

»                  * 

» 

under  1 

-                  - 

- 

9400            1500 

»^ 

*  Averages  n 
-  No  cases. 

ot  calculated  becau 

s«  there  were  fewer  than 

4  cases. 
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APPENDIX  F 

TABLES  REPRODUCED  DIRECTLY  FROM 
"THE  NATIONAL  FINANCES,  AN  ANALYSIS  OF 
THE  REVENUES  AND  EXPENDITURES  OF 
THE  GOVERNMENT  OF  CANADA,  197A-75." 
PUBLISHED  BY  THE  CANADIAN  TAX  FOUNDATION 


Fedesal  Personal  Exempvicn's  Subject  vo  Indexing 


1973* 


197J 


1974 

ZntUtJon 

Factor 

<.6% 


1975 

Inn*  tie* 

ractor 

10.1% 


Single  Sutiu  $1,500  $1,600  $1,706  $1.87t 

Married  Sutus  2.850  3.000  3.198  3.522 

Ased.  additioiul 1,000  1.000  1.066  1,174 

Incapaciiated.  additioiul  ;  1.000  I.OOO  1,066  1,174 

Dependent  Child  under  ag»  16 300  300  320  352 

Dependent  Child  age  16  or  older 550  550  586  646 

Other  Dependant  under  age  16 300  300  320  332 

Other  Dependant  age  16  or  over 550  550  586  646 

Dependants*  eamiop  not  affecting  tax- 
payer's  claim: 

wife    250  300  314  334 

dependent  child  under  age  16 1.000  1.100  1.166  1,274 

dependent  child  age  16  or  over 1.050  1.150  1,220  1,332 

other  dependant  under  age  16 1.000  1.100  1.166  1.274 

other  deper.daat  age  16  or  over 1.050  1,150  1,220  1,332 

•  Tha  personal  exemptions  for  1972  art  provided  only  tor  purposM  o(  comparison.    They 
not  subject  to  Indexing. 


Table  5-2 
Taxable  Income  Brackets  Subject  to  Indexing  and  Tax  Rates 


1972* 


1973 


1974: 


inflaUon  factor 
6.6% 


Taxable  Income 
Bracket 


Rate  Taxable  Income 
%  Bracket 


Rate  Taxable  Income 
%  Bracket 


Rate 

% 


first  $500   .... 

501—  1,000 

I.OOl—  3.000 

2.001—  3.000 

3,001—  5.000 

5.001—  7.000 

7.001—  9.000 

9,001—11.000 

11,001—14.000 

14.001—24.000 

24.001 — 39.000 

39.001—60.000 

<0,00l+      


17 
18 
19 
20 
21 
23 
25 
27 
31 
35 
39 
43 
47^ 


first  $500   . . . . 

501—  1.000 

1.001—  2.000 

3.001—  3.000 

J.OOl—  5.000 

5.001-  7.000 

7.001—  9.000 

9.001—11,000 

11,001 — 14.000 

14,001—24.000 

24,001-39.000 

39.001—60.000 

60.001+     


15 

18 
19 
20 
21 
23 
25 
27 
31 
35 
39 
43 
47 


first  SS33   .   ., 

534—  1.066 

1,067—  2.132 

2.133—  3,198 

3.199—  5.330 

5.331—  7,462 

7,4«J—  9,594 

9.S93— 11.726 

11.727-14.924 

14.925—25.534 

25. S8J— 41.574 

41,575—63.960 

63,961+     


...12 
...   ]S 

...19 
...  20 
...  31 
...23 
...  2S 
...27 
...  31 
...  35 
...39 
...43 
,..47 


1975:  Inflation  factor 
iO.1% 


Taxable  Income 
Bracket 


RaU 

% 


first  $587 

588—  1.174 

1.175—  2.348 

2.349—  3.522 

3.523—  5,870 

5.871-  8.218 

8.219—10.566 

10. 5fi7— 12.914 

12.915-16.4.16 

16.437— 2S.  176 

28.177—45.786 

45,787—70,440 

70,441  + 


9 
IS 
19 
30 
21 
33 
25 
27 
31 
35 
39 
43 
47 


The;  were'not  s*i:bSt't;."ln"c'.n^^'''  "^  "^^  ""»  "^''>"»  ^^^  '^  »»"n>o.c.  of  eomp.ri.on. 
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Table  5-5 

Personal  Income  Tax  (Single  Taxpayer — Ho  Dependants)' 

For  selected  Years  1949  to  1975 

($) 


Assessed 
Income* 


Net  Federal  Tax 


Provincial  Tax* 


Combined  Tederal  and 
Provincial  Taxes 


1949 


1971 


1972 


1974 


1975 


1971 


1973 


1974 


1975 


1971 


I'>72 


1974 


Assessed 

Income 


1.5CJ  73  —  —  —  — 

j.OOO  150  81  49  —  — 

3.500  235  166  127  —  — 

5.000  '00  «37  S74  363  237 

7.500  1.270  1.168  1,088  874  756 

10.000  1.960  1,652  1.677  1.458  1.317 

i:;.500  2.783  2,252  2.314  2,098  1,930 

15.000  3,760  2,931  3.032  2,817  2,573 

20.000  5,960  4,547  4,716  4,402  4.033 

JO.OOO  10.660  7,911  8.273  7,813  7,253 

50.000  21.814  15.432  16.192  15,775  14.987 

lOO.O'X)  53,714  36,953  38,526  38.630  37.573 

JOO.OOO  126,414  86,413  84,116  85.630  84.573 


18 
40 
165 
323 
513 
743 
1,016 


13 

40 
180 
342 
527 
728 
960 


3 

31 
157 
312 
491 
686 
905 


10 
140 
292 
462 
630 
853 


1,631         1,483 


1.413         1,337 


2.946        2,601         2.508        2.403 


5,870 


5,091 


4,964         4,800 


14.239       12.114        11.935       11.639 
33,474       26,449       26,270      26.024 


99 

206 

802 

1.491 

2,177 

2,997 

3,967 

6,178 

10,837 

21,302 

51,192 


64 
167 
754 

1,430 

2,204 

3,042 

4,012 

6,199 

10.874 

21,283 

50,640 


3 

21 

522 

1,186 

1,949 

2,784 

3.712 

5.815 

10,321 

20,739 

50.565 


119.887       110.565       111.900       110, 


10 
397 
,048 
,779 
,580 
,426 
370 
658 
787 
264 
599 


1.500 

2.000 

2.500 

5.000 

7.500 

lO.OOO 

12.500 

15.000 

20.000 

30.000 

50,000 

100. 000 

200.000 


•  See  the  description  of  the  taxes  Imposed  In  the  paragraphs  Introducing  Table  5-3.  The  personal  exemption  for  tingle  persons  for  the  year 
1971  was  $1,000:  for  1972  It  was  $1,500:  for  1974  It  Is  $1,706:  and  for  1975  It  Is  $1,878.  *  All  Income  Is  deemed  to  be  from  emplo.\'menL  No  account 
has  been  taken  of  deductions  for  medical  expenses,  charitable  donations,  etc.  until  1971  when  the  standard  deduction  of  $100  Is  taltcn  In  lieu  of  these 
Items.  From  1972  the  employment  Income  deduction  of  3%.  maximum  $130.  Is  reflected  In  the  computations.  Beginning  with  1972,  the  computations 
roSect  actual  unemployment  Insurance  aJid  Canada  Pension  Plan  contributions.  •  For  those  provinces  that  Imposed  a  tax  equal  to  the  federal 
abatement  (28%  of  federal  "basic"  tax)  during  the  year  1971.  For  1972  to  1975  the  provincial  tax  has  been  calculated  at  30.5%  of  the  federal  t«!t. 
equivalent  to  the  25%  rate  In  1971. 


Table  5^6 
Personal  Income  Tax  (Married  Taxpayer — ^Tvvo  Dependxmt  Children  under  16  Years  op  Agp.)' 

For  Selected  Yeara  1949  to  1975 
($) 


Net  Federal  Tax 

Provincial  Tax* 

Combined  Federal  and  Provincial  Taxes 

As$e«s«d 

Income 

Assessed 
Income*' 

1949 

1971 

1972 

1974 

1975 

1971 

1972 

1974 

1975 

1971 

1972 

1974 

1975 

2,300     

30 

^._ 











_ 

__ 

__ 





^^ 

2.500 

5.000     

453 

327 

202 

44 

— 

82 

64 

59 

34 

409 

266 

103 

34 

5.000 

7.500     

964 

831 

679 

527 

378 

220 

214 

207 

176 

1.051 

893 

734 

554 

7.50O 

10.000     

1,582 

1,336 

1.220 

1,070 

899 

389 

383 

372 

335 

1.725 

1.603 

1,442 

1,234 

lO.OOO 

12.500     

2.330 

1.SS6 

1.810 

1,670 

1.476 

591 

569 

555 

511 

2,447 

2.379 

2.225 

1,987 

12.500 

15.000     

3.240 

2.490 

2.466 

2.327 

2.106 

837 

775 

755 

703 

3.327 

3.241 

3,083 

2,809 

15,000 

20,000     

5.375 

4.013 

4,054 

3.833 

3,470 

1,429 

1,275 

1,237 

1.150 

5.442 

5.329 

5,090 

4.620 

20,000 

30.000      

10,010 

7.335 

7,534 

7.201 

6,668 

2,722 

2,369 

2,312 

2.211 

10.037 

9.903 

9,513 

8.879 

30.000 

30.000      

21,099 

14.798 

15,379 

15.065 

14,205 

5,624 

4,835 

4,747 

4.561 

20.422 

20.214 

19,812 

18.766 

so.ooo 

100.000      

52,869 

36,204 

37,637 

37.834 

36.720 

13,918 

11,834 

11,698 

11.428 

50.152 

49.471 

49,552 

48.148 

100,000 

r-w.ooo    

125,504 

85.607 

83.227 

84.854 

83,720 

33,160 

26,169 

26,033 

25,763 

118.767 

109.396 

110,887 

109.483 

200,000 

*  Soo  the  description  of  the  taxes  Imposed  In  the  paragraphs  Introducing  Table  5-3.  The  personal  exemptions  for  a  married  taxpayer  who 
st'pporte;!  his  spouse  and  2  dependent  children  were  $2,600  for  the  year  1971;  for  1972  they  amounted  to  $3,450:  for  1974  to  $3,838;  and  for  1975  to 
$4,226.  » Ail  Income  Is  deemed  to  be  from  employment.  The  optional  standard  deduction  of  $100  Is  taken  In  the  computations  for.  1971  to  1975. 
For  1072  and  subsequent  years  the  employment  Income  deduction  of  37«,  rnxxlmum  $150.  and  actual  unemployment  In.surance  and  Canada  Pension 
Plrui  contributions  are  reflected  In  the  computations.  •  Beginning  In  1974.  family  allowances  of  $20  per  child  per  month  (Indexed).  Is  Included 
In  ,-isscised  income.  *  The  provincial  taxes  have  been  calculated  at  28%  of  the  federal  basic  tax  for  1971  and  at  30.5%  of  the  federal  tax  for 
I).'2  a.id  subsequent  years,  the  equivalent  of  the  28%  rate  In   1971. 
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Table  5-10 

Taxpayers  and  Federal  Tax  Payable,  by  Income  Class 

Taxation  Year  1972 


Total  Assessed 

Taxpayers  Income* 

Incoma  Class  

S  Number           9o  $  million  % 

0-  1,999     249.929         il  423.6  ~n 

2,000-2,999    709,470        8.8  1,787.6  2.8 

3,000-3,999    880.010       10.9  3,088.9  4.9 

4.000-4,999    925.901       11 J  4.163.2  6.6 

5,000-5.999    841,973       10.4  4,621.8  7J 

6,000-  6,999    763,184        9.4  4.949.2  7.9 

7,000-7,999     709,610        8.8  5,319.0  8.5 

S.OCO-  8,999     638.266        7.9  5,412.1  8.6 

9,000-  9,999    534,206        6.6  5,063.9  8.1 

20,000-10,999    415,067         5.1  4,350.2  6.9 

11,000-11,999    330.945        4.1  3,796.8  6.0 

12.000-12,999    239,373         3.0  2,985.8  4.7 

13,000-13,999    181,914        2.3  2,450.5  3.9 

14,000-14.999    130,455         1.6  1,888.2  3.0 

15.000-19,999    306,426        3.8  5.199.2  8J 

20,000-24,999    99,876         \1  2.208.8  3.5 

25,000-49.999     99,759         1.2  3,283.4  5.2 

50.000-99.999    21,157           .3  1,381.7  2.2 

100,000  and  over 3,494           .04  529.0  .8 

All  classes   8,081,015     100.0  62,903.0  100.0 

All  classes  (1971)  ....  7,372,571  53,356.2 

•  For  deflnltlon  o(  assessed  Income,  see  below. 

.Source:  Taxation  Statittica  1974.  Revenue  Canada,  Taxation. 


Federal  Tax 


Payable 

Tax  as  % 

of  Assessed 
Income 

$  million 

Vo 

8.8 

.1 

2.1 

79.0 

1.0 

4.4 

200.2 

2.6 

6.5 

328.7 

4.2 

7.9 

416.6 

5.3 

9.0 

487.8 

6.3 

9.9 

568.2 

7.3 

10.7 

6143 

7.9 

11.4 

604.2 

7.7 

11.9 

548.3 

7.C 

12.6 

500.5 

6.4 

13.2 

407.5 

5.2 

13.6 

345.0 

4.4 

14.1 

276.6 

3.5 

14.6 

811.4 

10.4 

15.6 

386.0 

5.0 

17.5 

687.5 

8.8 

20.9 

369.3 

4.7 

26.7 

156.8 

2.0 

29.6 

7,796.6 

100.0 

12.4 

6,688.8 

12.3 
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